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PREFACE 


In writing this text, and in teaching it through two mime- 
ographed editions, the needs of two groups have been rather 
constantly in mind. The evident group was my own college 
sophomores and juniors with their general needs and their 
general capacity; but the other group was in its way quite 
as influential not only with reference to its own especial 
needs, but as a potent influence in helping to determine 
what things should be stressed in teaching marketing and 
advertising to college students as a preparation for their 
needs when they entered business. This second group was 
composed of business men in different phases of marketing 
and advertising who were attracted to extension classes by 
the opportunity to study applied economics. 

The text is influenced also by the fact that the student of 
marketing and advertising is presumably going to be not 
only a business man, but a business man keen enough to 
‘understand that he must as a business man attend to his 
duties as a citizen. For both these functions, this text 
maintains, it is more important for student and business 
man alike to have a thorough grounding in the application 
of fundamental economic principles to manufacturing, mar- 
keting, and advertising than to have a general knowledge 
of the technic of distribution in widely different fields. 

It is taken for granted that the business man will supple- 
ment this text by intensive study of the technic of his own 
field, and that the instructor will supplement it as he thinks 
necessary or advisable with details of marketing technic or 
advertising practices. But the fundamental thesis of this 
text is that it is the economics of marketing and advertis- 
ing, rather than description or technic, which should receive 
most stress and ‘slg will contribute most to business 
judgment. 
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PREFACE 


This conclusion has been forced on the author not only 
by the amazing and costly violations of fundamental eco- 
nomic principles by business men thoroughly conversant 
with the technic of marketing and advertising, but by the 
amazing ignorance of fundamental economic principles on 
the part of students in marketing and advertising in two 
different universities who had had previous courses in gen- 
eral economics. Because of such previous courses it was 
easier to bring the essentials back to mind, but in both uni- 
versities it was necessary to reteach the fundamentals of 
economics as applied to marketing and advertising. This 
problem of necessary reinforcement is met in this text not 
merely by problems based on the chapter, but by review 
problems at the end of each chapter based on preceding 
chapters. These problems also serve as the basis of the 
vital connection between fundamental economic problems 
and concrete problems in marketing and advertising. 

While keeping in mind as prospective readers the sales 
manager, the advertising manager, and the market investi- 
gators of advertising agencies, the author has tried to keep 
everything sufficiently concrete and sufficiently explicit for 
the college student. In this respect especially he wishes 
to acknowledge the assistance he has received from the 
younger business men who have been in his extension 
classes as well as from his university students. 


The explicit chapters on Advertising owe much to the 
suggestions of two men in the advertising profession, 
H. P. Breitenbach and T. D. Daken; and in particular the - 
author wishes to acknowledge his indebtedness to Prof. 
F. M. Taylor, whose point of attack has been followed in 
certain matters of theory, and to Prof. George B. Hotchkiss 
for a critical reading of the manuscript and invaluable 
suggestions. 
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CHAPTER I 
PRODUCTION AND CONSUMPTION 


Tue Nature of PRopuction 

Material Goods for Consumption 

Material Goods for Further Production 

Services for Consumption and Services for Production 
CoNSUMPTION AS A DivISION IN ECONOMICS 

Consumption Which Is a Part of Further Production 

_ Consumption Which Motivates Further Production 
Consumption Which Lessens the Consumer’s Production 


THE NATURE OF PRODUCTION 


In very early times we can imagine an individual 
producing things without the help of anyone else. We can 
‘imagine conditions under which a man made his own weap- 
ons, killed his own game, used flint he found for himself to 
skin his game, and prepared hides for his clothing. Under 
‘such circumstances it would be evident enough just what 
each man produced; but in earliest historical times men had 
learned to work together, and at the present day practically 
no one produces anything completely by himself. The man 
who catches fish uses nets which others have made, or if he 
makes his own nets he uses materials made by others work- 
ing together with machinery. These in turn get their mate- 
rial from others, and their machinery from still another 
‘group. 
_ Rain and sunlight are just as essential in producing wheat 
as are seed and land and labor. All are necessary factors, 
but in economics when we talk of productive factors we need 
- 1 
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to keep in mind the distinction between those which can be 
had free and those which must be paid for. The factors 
which are in any way the result of human effort, or which 
are owned by individuals, are not apt to be so plentiful that 
we can get them without paying for them, and we therefore 
call them economic factors, while sunlight and rain and air 
are called noneconomic factors because they cannot be trans- 
ferred from one person to another and therefore cannot be 
bought and sold. 

There are two essential characteristics of an economic 
factor. First of all it must be useful, must contribute to the 
production of something which people are willing to pay for, 
or it will not be a factor at all. -In the second place it will 
not be economic unless it is necessary to pay for it, for if 
it can be had for nothing it will not be an economic factor, 
but a free factor like sunlight and rain. 

The farmer’s labor is an economic factor because he will 
not labor unless he is paid for it. The farmer’s machinery 
is an economic factor because it must be paid for. It should 
be just as clear that the work of hauling the wheat to town 
and grinding it into flour is an economic factor. These 
things must be paid for, and they contribute to the produc- 
tion of a thing which has value. 

Even in the beginning of the study of economics the 
student should understand that the questions, ‘‘What is an 
economic factor?’’ and, ‘‘Who is a producer?”’ are vital 
questions which he must understand before he can be an 
intelligent voter; and the greatest need of any democratic 
form of government is more intelligent voters to offset the 
stupidity and ignorance and greed of those who slavishly 
follow party lines or party leaders. The really intelligent 
voter must understand why some people really believe that 
the farmer is the only true producer, and that wholesalers 
and retailers are not true producers; for it is his duty as a 
citizen to aid the less intelligent of his fellow citizens in 
understanding the fundamental ideas upon which the suc- 
cess of our present order depends. 

In the economic sense a producer must evidently produce 
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something which is useful and scarce enough so that in view 
of its usefulness enough people will want it to pay a price to 
obtain it. In our modern civilization, however, we have 
seen that no one by himself alone produces any material 
goods, and that consequently no one can be a producer in 
the sense of being the sole producer of material goods. The 
most we can say of any class is that they contribute to the 
production of a thing which has value. 

In economics, therefore, there is an unmistakable answer 
to the question, ‘‘Who is a producer?’’ A producer is any- 
one who aids in any way whatever in the production of 
anything of value, provided his contribution has these two 
distinguishing characteristics: (1) that it is necessary to 
the process of production, and (2) that it will not be con- 
tributed unless it is paid for. 

Two illustrations should make the importance of this 
question evident. Does the grocer who buys eggs from the 
farmer and takes the risk of keeping them and delivering 
them and getting paid for them furnish anything besides 
his labor, which, in the first place, he would not furnish 
unless he were, paid for it and which, in the second place, is 
necessary if those living in town are to have the eggs without 
taking the trouble to deal directly with the farmer? If he 
does, he is a producer in the economic sense of the term; 
and he is a producer not only because he furnishes the labor, 
but because he furnishes the convenience and takes the risk 

and furnishes credit. 

So also when a man lends another money to build a house, 
does he, in the first place, furnish him with anything which 
he would not furnish unless he were paid for it and, in the 
second place, does he furnish him with something which 

contributes to the production of a thing of value? If both 
these conditions are true he is a producer in the economic 
sense. si 
_ In marketing, especially, where the questions in regard to 
the middleman are not merely controversial, but emotional- 
ized, and where interest and profit receive more direct cen- 
‘sure than in, say, manufacturing, one must come to definite 
= . | 
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conclusions as to what he means by the question, ‘‘ Who is 
a producer?’’ before he can go very far in his reasoning on 
vital marketing problems. 

1. Material Goods for Consumption.—With reference to 
their general marketing problems most things produced for 
sale belong very evidently to one of three classes: material 
goods for consumption, material goods for further produc- 
tion, and services. It is true that practically all goods used 
for further production are in one way or another consumed, 
but the sales and marketing methods are governed by a 
different principle. All three classes are produced with a 
_ view to profit on the part of the producer, but in the sale of 
goods used for further production much greater stress is 
laid on profit as an appeal to the buyer than in the sale of 
goods for consumption. 

In material goods produced for consumption the buyer 
is moved primarily by personal satisfaction. The apple 
which has been polished, the cheese which has been, adver- 
tised, the clothes which are in style, have a price appeal 
over and above other articles in their class; for all apples 
and cheese and clothes are bought primarily for personal 
satisfaction so far as the ultimate consumer is concerned. 
The same is true of some durable goods, such as residences ; 
and even the diamond, which does not wear out, but is lost 
or stolen and so consumed in another way, is bought by the 
consumer primarily for the personal satisfactions involved. 

The marketing and manufacturing methods with respect 
to all material goods produced for consumption are there- 
fore dominated by this essential appeal to the buyer. Dura- 
bility in clothing and food values in food must be supple- 
mented by style and appeal to the eye. In like manner also 
the appearance of the store and the personal adaptability 
of the salesman are more important elements in the sale 
than is the case with material goods produced for bise'abig 
production. 

2. Material Goods for Further Production.—Profit. te the 
buyer is the dominating principle in both the manufacturing 
and the marketing of material goods produced for the pur- 
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pose of further production. The salesman sells these goods 
primarily by convincing the buyer that he can make money 
by buying them. In closely competitive fields the resources 
of the manufacturer are devoted to making an article which 
the salesman can convince the buyer will do more effective 


work, and he succeeds in displacing the goods of competi- 


tors chiefly on this basis. Even in such fields as the binder, 
where there is much less competition than formerly, this 
same motive is clearly dominant; for a binder which will 


do better work for a longer period and with fewer repairs 


will command a higher price quite apart from competition. 

This phase of production is becoming more and more im- 
portant, but only in recent years has the marketing of such 
goods received anything like the attention it deserved. As 
long as salesmanship was conceived of as personal persua- 
sion, or even as being dominated by personal persuasion, 
the expert service type of salesmanship had no adequate 


opportunity. At the present time, however, the salesman 
of goods intended for further production is a producer 
‘in the highest sense of the word. He must actually show 
the buyer how the goods he sells will increase production, 
_and after the goods are sold the service department takes 


up the burden of seeing that the buyer uses the goods he has 
bought in the most effective fashion. To such an extent is 
this true that of two automobile trucks, for instance, the 


leader in sales will not necessarily be the one which has 
initial superiorities and which shows best results in the 
hands of a demonstrator. Rather it will be the one which 
_ shows the best results for actual owners, and these results 


are secured largely by the service department which is 


maintained by the sales agency for the given territory, not 
merely to help it make further sales, but as part of what 
_the buyer pays for when he buys that truck in preference 
_to others. | 


3. Services for Consumption and Services for Produc- 


‘ tion—Many of the distinctive changes which have made 


themselves manifest since the revolution of organization, 
prick: may be said to have ata about 1890, are closely 
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identified with the sale of services. Services may be sold 
as things in themselves, as labor in mowing a lawn or in 
writing advertisements, or they may be part of material 
goods which one buys, as is the case with the machine guar- 
anteed to last and to be kept in repair for a given period. 
The important things for us to note just here are the con- 
tinually increasing volume of services sold as such and the 
fact that in the marketing of services for further production 
the salesman makes use not merely of the profit motiva- 
tion, as in material goods sold for further production, but 
of the personal satisfaction motivation so distinctive of the 
- gales appeal of material goods for consumption. 

All forms of transportation and most forms of amuse- 
ment belong clearly to the service class, and these are not 
merely two of the leading industries of the country, but 
industries with persistent marketing problems. Advertis- 
ing as a whole is also primarily a service, and the last ten 
years have witnessed the development of the. advertising 
agency as an analytical and directing force for marketing 
campaigns, a development which had no aint before ithe 
period of organization. 

Though a fuller discussion of the various reasons ae 
advertising is so important as an economic factor, not only 
to marketing and merchandising,’ but in material produc- 
tion, must be left to later chapters, the student should from 
the beginning see the utility of advertising to the consumer, 
to the merchandiser, and to the producer of the goods. For 
the consumer, advertising is not only the chief force which 
educates him with respect to the things he wants to buy, 
their qualities and where he can buy to best advantage, but 
is the chief pressure brought to bear on him to make him 
consider the relative importance of his various desires. It 


1In its larger sense marketing includes the whole process, but at times much 
is gained (vol. v, p. 19, Alex. Ham. Inst.) by making the distinction. Mer- 
chandising is that part of the process which deals primarily with the consumer 
and in which the buying appeal is therefore largely personal satisfaction, while 
in the earlier stages of the marketing process, to which some prefer to restrict 
the term marketing, the appeal to the buyer is primarily on the basis of 
whether or not he can make a ‘pfofit by buying and ae or beanie) = ed 
bought for further production. 
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is advertising which is making people consider the im- 
portance of life insurance and savings as compared with 
other ways of using their income. It is advertising which 
is making women study food values, and advertising is a 
potent factor in making purchasing agents, for manufac- 
turers, weigh more intelligently the qualities of goods pur- 
chased for further production. 

To the merchandiser advertising is not only an aid in 
bringing new customers to his store, but in making known 
to them the nationally advertised goods he carries, and thus 
decreasing his sales expense by making sales consume less 
time. To the producer of material goods, advertising has a 
value not only in guiding his own buying and aiding his 
‘sales, but through the market analysis which is so vital to 
intelligent advertising it guides him as to what he shall 
produce and as to the qualities and quantities needed. For 
the present, however, we need only stress the economic 
character and the marketing and merchandising importance 
of advertising. For the consumer it very evidently adds 
value to the product whenever it teaches him new uses of the 
product, but it just as truly adds to its value to him when 
it adds to the personal satisfaction he derives in using the 
product. Its value to the producer is very largely what it 
saves him in marketing costs or the lower manufacturing 
costs it makes possible by giving him a market for greater 
volume, but even the beginner should realize that when keen 
business men are expending increasing sums for advertis- 
ing, it must be because advertising produces for them, is 
an essential factor in the marketing process. 

The marketing of personal services, either individually 
_or by collective bargaining, is properly a problem in the 
labor field rather than in marketing, but the employment 
agency is another phase of service seemingly destined to 
have a much greater influence, especially if higher quali- 
ties of organizing ability are attracted to that field. In 
whatever fields service is sold, however, it is of great impor- 
tance to recognize that the price paid for service is largely 
determined by the personal satisfaction derived by the buyer 
eae 7 
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quite apart from the explicit gain to be derived from that 
service. In this respect. service is marketed on the same 
basis as material goods for consumption, and that, too, even 
though the service is bought as part of the process of fur- 
ther production. The advertising agency and the railroad 
and the favorite drink at the fountain are: chosen very 
largely, and sometimes primarily, on .the basis of sheer 
personal preference. In spite of urgent disclaimers to the 
contrary, this is generally true of freight service whenever 
there is a real choice, and the reason is that service is so 
hard to measure accurately that personal bias rather than, 
- accurate value determination is apt to be the deciding factor. 


OCONSUMPTION AS A DIVISION OF ECONOMICS 


There is a tendency on the part of many preachers of 
economy to exalt production and to speak as though con- 
sumption were a less worthy process, one which ought to be 
restricted to the bare necessities of. existence. Nothing 
could be farther. from the truth.. All things that are pro- 
duced are produced for one of two purposes, to sell to those — 
who want to consume them or to be used in the production 
of other goods which can be sold to people who want to eon- 
sume them. In other words, no goods are produced except 
with the idea that in one way or another they will be con- 
sumed, though the consumption of an apple takes place in 
a few minutes, that of a suit of clothes in a year, and a house 
lasts many years. To put the same idea in another way, 
each person who produces anything gains his reward for 
doing so only because some one else wants to consume it, 
and consumption is therefore just as necessary as province: 
tion, if producers are to gain any reward. 

a, Consumption Which Is a Part of Further Production. : 
—Taken in its literal sense, all food consumption. which is — 
essential to keep the worker efficient is consumption which — 
is a part of further production just as truly as is the con- 
sumption of coal for manufacturing purposes; and the mod- | 
ern business man recognizes the productive value not only, 
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of proper housing, clothing, and food, but of amusements 
and even of such luxuries as tend to spur the worker to 
greater efficiency. The very nature of modern industry, 
its specialization and division of labor, makes consumption 
a highly important part of even the.production of raw ma- 
terials. The farmer consumes machinery in producing 
wheat, the miller consumes wheat and machinery in produc- 
ing flour, and the housewife who bakes bread consumes not 
only the flour and other ingredients, but two hours of the 
thirty-year house she lives in and two hours of the ten-year 
stove and the five-year pans and her two-year dress. The 
great demands for goods which relate industries to each 
other in the most vital fashion come from the need of them 
for that consumption which is a part of further production. 

2. Consumption Which Motivates Further Production.— 
One of the most marked differences between civilized and 
uncivilized people is the way in which the complexity of 
their desires motivates further production on the part of 
civilized people. As the standard of living rises the number 
of things looked upon as necessities increases, and the only 
way in which an individual can secure the things he feels 
he must have is to produce something else (services 
or material goods) which other people want. Indeed, 
one of the characteristics of our present order is that 
_ the civilized man learns to do those things which bring him 

in the largest returns in proportion to the effort involved. 

The part of luxuries in such motivation must not be over- 
looked. The desire to possess-a phonograph or a piano or 
an automobile has made many’a man work harder and longer 
or. seek another:place where returns were greater.. Hven 
in: the matter of food and clothing, tropical fruit; fruits out 
_ of season, silk shirts, etc., the Asad tes to have as much as 
_ those higher in the social or economic. Seale 1 is a potent force 
in motivating further production. 

8. Consumption Which Lessens the pastas’ s Produc- 
tion —There can be little doubt that there is a very consid- 
_ erable amount of consumption which actually lessens: the 
- eonsumer’s production, ‘sometinies. by lessening ‘his: desire 
ve 9 
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to produce and sometimes by lessening his power to pro- 
duce. Many would have us believe that this is true of coffee 
and tobacco, many more even question the honesty of those 
who deny that it is true of intoxicating liquor, and probably 
no one denies that it is true of the use of opium and cocaine 
by the drug fiend. In fact, before the Christian era Aris- 
totle proclaimed the principle that one of the greatest prob- 
lems of civilization was how men might spend their leisure 
time harmlessly—harmlessly to others and to themselves. 
Men may therefore differ widely as to whether the con- 
sumption of a particular article is to be commended, to be 
-viewed with indifference, or to be condemned; but so far 
as its influence on marketing is concerned its relation to the 
fundamental principle should be clear. So far as its influ- 
ence on the local market is concerned, the consumption of 
anything which lessens the consumer’s production is a bad 
thing for that market; for as he produces less he will have 
less with which to buy from others. Moreover, as he spends 
more and more for this particular article he not only has 
less and less to spend, but spends upon other things a less 
proportion of what he has. It is probable that the greatest 
force which carried the nation to prohibition was the belief 
on the part of the employers that even the moderate drinker 
actually produced less; but a very potent force also was the ~ 
realization by merchants that workers who spent part of 
their money for liquor had less to spend for other things— 
and that in case they did not have money enough for liquor 
and groceries and clothing, many paid their liquor bills and 
did not pay the grocer and clothier. - 
_ Summary. Production and consumption are comple- — 
mentary parts.of the same economic process. No one pro- 
duces anything unless it is either itself.intended for con- 
sumption or is needed as part of the process of producing | 
something else for consumption. Consumption is there- 
fore necessary if production is to continue, since the ultj- 
mate reason for production receiving any reward is that 
' others will pay for the privilege of consumption. More- 
over, as wé shall see more brow in the next chapter, ‘the — 
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producers of one thing are able to buy other things only 
because what they themselves produce is paid for by those 
who wish to consume it. 


PROBLEMS 


In what way may a newspaper be a material good for consumption? A 
material good for further production? A service for consumption? A 
service for production? 


. Who produces the thing of value for which we have to pay when we 


go to the movies? Is it the company which makes the films? Is it 
the man who runs the machine? 


. In the preceding problem, what does the final producer of what you 


pay for produce—that is, what is his contribution to the total product 
you buy? Who are the other producers from whom he must buy before 
he can sell you the completed product which you buy? 


- What is the primary sales appeal in an automobile truck? In a 


sedan? In a necktie? In a pair of overalls? In laundry soap? In 


* toilet soap? 


. Make a list of the chief groups who produce something absolutely nec- 


essary to the process which makes it possible for you to buy a handker- 
chief. 
Choose some article with respect to which you believe the manufacturer, 


the retailer, and the consumer are all benefited by the fact that it is 


nationally advertised. Your analysis at this point may not be very 
complete, but try to show, from your general knowledge, how it is at 
least possible that both manufacturer and retailer make more money, 
and yet the consumer gets more for his money because of money spent 
in national advertising. 


CHAPTER II 
DISTRIBUTION 


THE Tuirp Division or Economics 
The Nature of Our Present Distributive Process 
Just Distribution 
Economic Distribution 
Modifications of Direct Economic Distribution 


THE THIRD DIVISION OF ECONOMICS 


Tue usually accepted divisions of economics are produc- 
tion, consumption, and distribution; and if we use these 
terms we may say that economics deals with the conditions 
under which things of value are produced and consumed and 
the value distributed to the various persons who had a part 
in the production of these things. From this definition it is 
evident that when we use the word distribution as the name 
of the third division in economics we do not have in mind 
the idea of mere physical distribution. When the average 
business man uses this word he is thinking of the physical 
distribution of goods, the process by which apples and but- 
ter and ink are carried from those who produce them to 
those who use them. As one of the three divisions of eco- 
nomics, however, distribution means the process by which 
the price the consumer pays for butter is distributed among — 
the farmer who produced the milk, the creamery owner who 
brought the milk in and produced the butter, the railroad 
which transported it, the wholesaler who received it, and 
the retailer who sold it to the customer. h air 

Distribution is the process by which the final price of a 
thing is distributed among those who produced it—that is, 
among those who had to be paid for their parts in produc- 
ing anything necessary to the process of furnishing it to 
the consumer. We have seen in Chapter I that there _ 
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are both economic and noneconomic factors involved in the 
production of most articles which have value; but when we 
consider the various elements which make the finished prod- 
uct desirable we should explicitly recognize the fact that all 
material products usually contain in greater or less meas- 
ure four different kinds of utilities. Taking canned peas 
for example, we find that these four utilities are: (1) the 
elementary or raw material utilities—the peas themselves; 
(2) the form utilities—the fact that they have been cooked 
and canned; (3) the place utilities—the fact that we can 
get them at the grocery or have them delivered instead of 
going to the cannery; and (4) the time utility—the fact that 
we can buy them in March or April, though they were 
canned the preceding June or July. 
Only when we understand these facts clearly do we see 
the real meaning of distribution as a term in economics; 
for distribution is the division of economics which treats of 
why and how every person who contributes to giving to any 
material product any of these utilities must be paid for 
doing so. It is, moreover, especially important that pros- 
pective voters should understand the real nature of our dis- 
tributive process, in the economic sense; for only with such 
understanding can they weigh with fairness the numerous 
protests against our present order on the grounds that those 
who work for wages do not receive as a reward for their 
efforts a just proportion of the value of the things they 
produce or help produce. Quite apart from his duties as a 
citizen, however, anyone who has his living to make needs 
to.understand the nature of economic distribution and the 
process by which it is accomplished; for it is through this 
process. that production and consumption are regulated, 
and understanding the process should help him very mate- 
rially 1 in the choice of his own vocation. . 
1. The Nature of Our Present Distributive Process.— 
There. are two supremely important things for students of 
our. present economic order to understand. The first is this: 
._ The: money income of each person is purely a question of 
4 price, just.a question of valuation.on the.actual. market of 
Ag 
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his contribution to the production of things other people 
want. One man buys the leather and other materials and — 
produces shoes; another produces only the service required 
to run a machine for polishing the heels; and each gets what 
he can persuade some one else to give him. If he can do 
something else and get more for it, he does the thing which 
gives him the largest returns—provided the risk, effort, © 
etc., are not proportionately greater. | 

The share of each, however, always involves the essential 
principles of marketing. Whether he buys material goods 
and the service of others in order to combine them, or 
whether he sells his own efforts or service direct, each man 
produces something for sale and gets his share of the value 
of the product and of the total goods produced by society 
by two processes. First he sells what he produces, and then 
he buys what he wants most. This second process, the - 
buying, is what brings him his real share. Students of 
social and political conditions, therefore, need to keep — 
clearly in mind this second vitally important principle of 
economic distribution: The amount of the real income of 
each person, as distinguished from his money income, 1s not 
dependent entirely upon the skill of the individual in pro- 
ducing something for sale, nor even upon his degree of suc- 
cess in selling what he produces, but is largely determined 
by is skill in buying what he consumes and by the condi- — 
tions which fix the price of what he buys. Social and polit- 
ical discontent, with their attendant reactions, are in part 
intimately linked up with the producing and selling process; — 
but they are also largely matters depending primarily upon 
whether the individual is able to secure for final consump- 
tion, as his real Bhan, the things his standane of living de- | 
mands. 

To guard ena OE rite Tionetar eet of this feah: 
nical meaning of the term distribution, we should again call 
attention to the fact that in marketing and merchandising 
the word distribution means a part of the productive proc- 
~-@88, one of the things which men do in order to get‘anin- 
come. The-article is first: manufactured, ’ and then. distrib- | 
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uted through the various marketing channels. So also in 
the manufacturing plant we speak of the raw materials and 
partly finished products being distributed to the proper 
places. On the other hand, when the word distribution is 
contrasted with production we mean not how material 
goods are distributed to those who consume them but how 
the value of things that are produced and sold is distributed 
among those who took part in producing and selling them, 
how the value of flour, for instance, the price the housewife 
pays, is distributed among grocer and railroad and miller 
and farmer. 

2. Just Distribution—Very few will maintain that our 
present economic order secures entirely just distribution. 


“Many of those who favor our present system are entirely 


frank in saying that it does not and would advocate any 
change which would improve matters in this respect. They 
advocate maintaining the present order only because they 
believe it secures more efficient production and more just 
distribution than could be secured under any of the pro- 
posed substitutes. 

The value of what a man produces is, of course, so far as 
our present economic order is concerned, primarily its 
value to others. What the producer receives for it is what 


“some one actually gives him in exchange. The question of 


just distribution involves primarily the question as to 
whether he gets what is normally called a fair price, inter- 
preted either as whether he gets for what he produces 
approximately what such things are worth to society as a 
whole, or whether he gets enough to pay him for his efforts 


proportionately as well as others are paid for theirs. 


‘Some stress needs to be laid upon the fact that a just price 


is not based upon what an article may be worth to the indi- 


vidual buyer. The fair price of the doctor’s service is not 


what the patient would rather give than risk dying; the fair 
price for wheat is not what a community threatened with 
starvation could be forced to pay; and the fair price for a 


carpenter Pg labor i is not what the community sadly in need 
as building can be:held up for by-the labor union. On the 
15 
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other hand, the notion of fair price does most unquestion- 
ably involve a fair return for the goods and effort value 
consumed in production of the thing or service whose fair 
price is in question. As a matter for explicit price deter- 
mination, however, the idea of fair price lacks the great 
advantage of market price. The market price is actually 
determined by market forces, while fair price must remain 
subject to the condemnation that no two bodies of investi- 
gators ever agreed as to just what a fair price was, except 
by compromise. 

More important still, society is not to be regulated with 
reference to a particular group. It is interested in that 
group only as that group produces what society wants. By 
price determination on the market, on the basis of market 
value, the actual price is agreed upon and paid. And society 
is interested in this being a just price only in so far as a felt 
injustice may keep that particular group from doing what 
society as a whole wants done. 

3. Economic Distribution.—Our present form of disteiiin: 
tion gives to each producer his return for efforts and goods 
value through the market price of what he offers for sale. 
Where the market is highly local or restricted in any marked 
fashion the price will show marked variation from normal. 
At one of the Kansas border towns in one of the years fol- 
lowing the opening of the Cherokee Strip (western Okla- 
homa along the Kansas line) eggs sold for as low as three 
cents a dozen, turkeys for three cents a pound, and forty- 
pound. watermelons at two for five cents. Yet the storekeep- 
ers who paid these prices lost money if they overstocked — 
with watermelons or shipped their eggs when they struck 
two-hots days before being candled in Kansas City. On the 
other hand, the prices-on these articles in Dawson City, 
Alaska, the first winter after the gold rush, would have pen 
equally extreme in the other direction. 

Where the market is well developed, however and enna 
buyer nor. seller at marked disadvantage, the price tends to 
approximate pretty. closely to what the thing sold is really 
worth’to the;community at: — , One may still say that the 
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loaf of bread is worth more to the hungry rich man than he 
is forced to pay for it, but the price of the bread on the 
market is a fair approximation of the two things which 
enter into our conception of fair price, what the bread is 
worth to the community and what the effort and ingredients 
are worth to the sellers. For it is worth to the community 
not what they would lose if they had to do without it, but 
what it would cost them to produce if the bakers went on a 
strike. 

‘No one should get the impression, however, that a fair 
price to specific individuals or even to the larger com- 
ponent groups of society is either the end or the primary © 
aim of our present system of distribution. Our present eco- 
nomic order is a success or failure in proportion as it pro- 
vides or fails to provide for the satisfaction of human wants 
in so far as this is dependent on economic goods; but this 
involves producing the right goods in the right quantities 
and having them used to the right economic ends as well as 
apportioning to producers such shares as will make each 
produce what society wants produced. It is the primary 
business of price to regulate economic activity in the inter- 
est of the whole group concerned, whether that group be an 
atoll in the Pacific or a nation or the world. If, therefore, 
a just price would induce the carpenters of the country to 
build only half as many houses as the country needs, and 
ride around in automobiles half the time, then the nation 
does not want them to have a just price. It wants houses, 
and it is to its interest to have carpenters paid the price 
which will get the needed carpenter work done. 

_ The right price, then, is not to be judged on the basis of 
giving to each his just share, but by whether it directs eco- 
nomic activity aright. If too little cotton is raised to satisfy 

the needs of the world, the price of cotton will tend to rise 

until the necessary amount is produced. If the combined 

‘price of cotton and cotton-seed products induces farmers 
to put so much land into cotton that more is produced than 
the world needs in proportion to its other needs, the price 

; ae tend to fall until aa is limited. This is the func- 
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tion of price—to regulate economic activity—and advocates 
of the present order believe that production and consump- 
tion are better controlled through price than through any 
other method which would actually work with human na- 
ture such as tt 1s. . 

4. Modifications of Direct Economic Distribution— 
Where price very evidently fails to protect the interests of 
the group as a whole, the government has not hesitated to 
interfere. In many cases this interference has practically 
effected a partial redistribution of wealth. In the interest 
of the state the public schools furnish free education, pub- 
' lie parks make living conditions more tolerable, the police 
give protection to those who pay no taxes, and sometimes 
by pensions and otherwise the government gives to some 
what it has collected through taxes from others. 

Government interference, government regulation, and 
government ownership are very naturally the battleground 
between those who believe that the government should keep 
hands off except where private enterprise will entirely fail, 
and those who believe that wherever there is any injustice in 
distribution the government should take charge. No form 
of government control, however, can long violate the laws 
of price, and modifications of direct economic distribution 
will normally continue to come through regulation of illegit- 
imate price-making forces (monopolies, boycotts, ete.) and 
through taxation rather than through government fiat. It 
is, moreover, to be noted that governments are more and 
more interesting themselves in wage arbitration, not pri- 
marily to effect a more just distribution, but rather to se- 
cure the needed production by those classes whose activities 
more immediately and vitally affect the welfare of all. It is 
not primarily the welfare of the railroad man and the coal 
miner in which everybody, and hence the government, is 
interested, but in getting them to produce the needed serv- 
ice; in other words, the government is not moving primarily 
for just distribution, but for adequate production. 

Summary—tThere are three divisions of economics—pro- 
’ duction, consumption, and distribution. Men produce things 
18 
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in order to be able to secure things which others produce; 
and when they have sold the things they have produced they 
buy things which others have produced. What they buy is 
determined by their desires and limited by the amount which 
they receive for their own productions. Many produce 
chiefly to get goods which they wish to have for their own 
personal pleasure; and if the securing of these goods makes 
them go on producing things which other people want, then 
such consumption goods not merely reward past production, 
but motivate further production. But between the process 
of production and consumption, except in the few cases in 
which men consume directly that which they themselves pro- 
duce, we have the process of exchange; and it is by this 
process of exchange that production and consumption are 
regulated, since it is through exchange that each producer 
receives and spends his money income. The process by 
which his money income and real income are determined is 
the process of distribution. 

The first phase of the process of distribution is the process 
by which the price the consumer pays for material goods 
is distributed among the various persons who have made 
any economic contribution toward the production of what 
the consumer buys, whether their contributions helped cre- 
ate elementary or raw material utility or merely helped 
add place or form or time utility. The money income which 
each receives, however, is not his real income, since his real 
income is what he buys with his money income. 

The second phase of the process of distribution is the 
process by which money income is transformed into real 
income. In determining this real income, the price a man 

must pay for the goods others produce is just as important 
_as the price he receives for his own contribution. It is im- 
portant, therefore, to keep in mind the fact that the process 
by which the price of what he buys is determined is an essen- 
tial part of the process of distribution. 
_ Later on in the study of economics it will be necessary to 
stress the fact that the price paid to carpenters, for instance, 
is not determined by the value of their contribution in the 
19 


ECONOMICS OF MARKETING AND ADVERTISING 


building of one specific house, but by the supply of carpen- 
ters in general and the general demand for their labor. It 
will be necessary also to include other conceptions of dis- 
tribution which will still further stress the idea that distri- 
bution is the process by which each gains his share of the 
total social income rather than merely his share of the value 
of the specific thing he helps produce. Yet as the share of 
each in this total social income is secured first by the money 
which he receives for his own: contributions in production, 
and second by his exchange of this money income for his 
real income, the student will—so far as his present needs 
are concerned—understand the essential relation of produc- 
tion, consumption, and distribution as the three divisions 
of economics if he keeps clearly in mind these two funda- 
mental principles: (1) The money income of each person 
is purely a question of price, just a question of valuation on 
the actual market of his contribution to the production of 
things other people want; and (2) the amount of the real 
income of each ‘person, as distinguished from his money 
income, is not dependent entirely upon the skill of the indi- 
vidual in producing something for sale, nor even upon his 
degree of success in selling what he produces, but it is 
largely determined by his skill in buying what he consumes 
and by the conditions which fix the price of what he buys. 


PROBLEMS 


1. Make clear by illustration with respect to Georgia watermelons the 
distinction between marketing distribution and economie distribution. 

2. With respect to the man who raises these watermelons, make clear the 
two essential processes in economic distribution. f 

3. What utility do these melons possess in New York which helps give 
them a higher price than in Georgia? 

4. What added utility makes watermelon preserves have a higher value 
than the watermelon rind and lemons and sugar they contain? 

5. The man who shovels coal from the cars on a railroad side track works 
even harder than the blacksmith, but he gets only half as much money 
for it. What fundamental principle in economic distribution is respon- 

. sible for this fact? ; 

6. John Smith and Henry Jones each get seven dollars a day, but the 
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Smith family live well and savé money, while the Jones family do not 
live well and are always in debt. Base a possible explanation of these 
facts upon a fundamental principle of economic distribution. 


REVIEW PROBLEMS 


. Wheat for flour may be regarded as a material good for further pro- 
duction or as a consumption good which has form utility added to it 
by the miller. Which does it seem to be most like when you consider 
how the miller determines what price he will pay for it? 

. Which type of goods is the flour which the farmer’s wife buys and 
which type is the wheat bran the farmer buys? 

. In Chapter I there is an economic principle which explains why a boy 
with clean teeth and clean finger nails may be hired to keep books 
in preference to one who knows more about bookkeeping and who 
‘would make a far better bookkeeper. State the principle. 

. It is asserted that in certain sections of the South the Ford car has 
made the negro more industrious. Hxplain on the basis of a principle 
in Chapter I how this might be true. 

. To make clear that you understand the distinction between the types 
of consumption goods, explain how candy may belong to one type for 
one boy and to the other type in the case of another boy. (Keep in 
mind the fact that goods consumed as a part of further production are 
not, properly speaking, consumption goods.) 
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MARKETING IN ITS RELATION TO ECONOMIC DISTRIBUTION 


Marxerine is a specific form of economic production, and 
yet it is at the same time both the process by which those 
values of the product are determined which are to be dis- 
tributed and one of the processes in economic distribution. 
The farmer, the laborer, and the grocer produce whatever 
they do produce primarily as a means of securing for them- 
selves something which some one else has produced. What 
they receive for their services may dissatisfy them and yet 
be essentially what they are entitled to even as a matter of 
justice; or it may satisfy them and yet be much less not 
only than what would represent their actual productive con- 
tribution, but than what the average man feels they are 
entitled to and believes they are actually receiving. This 
is the normal result where many contribute to the produc- 
tion of one thing; and under our present order practically 
everything is produced not by labor alone, but by land, 
labor, capital, and entrepreneurship? so combined that a 


. . 1 The entrepreneur is the man who takes the risk and responsibiiity of con- 
ducting an enterprise. See p. 31. 
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house or crop of corn is the product of the co-operation of 
thousands upon thousands of people. 

In marketing, as in other phases of human effort, the re- 
turn to the individual increases not so much with the amount 
of actual effort, but rather in proportion as the producer 
furnishes what other people appreciate. Nor should it be 
overlooked that there are in the marketing field many who 
work hard for small returns primarily because they are pro- 
ducing something very common, and perhaps something 
underappreciated by the buyers. Thus the neighborhood 
grocer may make his service so lacking in distinction that 
he will have an insufficient volume of trade to enable him to 
remain in business, and yet at the same time have the very 


customers who are being served at less than his actual cost 


feel that the grocer is a profiteer. 

Perhaps also special mention should be made of the stra- 
tegic position of the marketing group. They are students 
of what people want, and in proportion as they present their 
goods in such condition and such quantities as will make 
buyers increase their total purchases or pay higher prices, 
they increase the share that comes to them over and above 
what they must pay to those who furnish goods and service 
to the marketing group. The net profit of the middleman, 
however, the share which he gets in addition to what we may 
call his out-of-pocket costs, this distinctive share ts just a 
question of price, the price on the open market for the type 
of service he renders. This may be lower than what is 
really a just price, or it may under certain conditions be 


exorbitant for the service rendered ; but value is created not 
by the amount of effort involved, but by utility and scarcity, 


2In general the economist considers cost as including three distinct 
elements—wages, capital costs, and normal profits. In the case of a grocer, 
for example, wages include wages to himself as clerk and bookkeeper, if he per- 
forms those functions. Capital costs would include cost of the goods, deprecia- 


_ tion on his fixtures, losses by bad debts, interest on the money invested, etc. 


His profit may be more or less than normal, but the normal profit which 


economists regard as a part of cost is that amount over and above out-of- 
_ pocket costs (wages and capital costs) which is necessary in order to make 
enough men willing to take the risk and responsibility of being grocers. 
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and to combine these conditions is in large measure the 
function of the whole marketing process. 7 

1. Utility and Scarcity as the Elements of Valwe.—Much 
of the current misconception as to what constitutes a just 
price or a fair price arises from a radical misunderstanding 
of what creates value. Mere consumption does not create 
value, whether it be consumption of food or coal or money 
or ines Value is created in three ways—(1) by the erea- 
tion of something which has both utility and scarcity, (2) 
by the increase of the utility of something which has scare- 
ity, and (3) by the inerease of the scarcity of something 
which has utility, provided the increase in price more than 
makes up for the decrease in quantity in case the searcity 
is increased by decreasing the quantity instead of i increasing 
the demand. 

(a) Adding to Value by Production of Things of Value.— 
Much loose thinking and a great deal of wild talking have 
resulted from assuming that some one of the economic fac- 
tors—labor, for instance—creates value. In the first place, 
very few things of value, in the sense of material goods, 
are created by one economic factor alone, and the value of 
the material goods actually created depends upon the util- 
ity and scarcity of those goods in view of market conditions. 
Even where explicit sums of money have been paid out for 
land, labor, and capital, the amount paid to produce the 
product does not make it worth all it costs, nor does it 
make that product worth only what it costs and no more. 
On the one hand, the laborer may polish a vitrified brick 
for a year without by his labor creating value or even a 
thing having value; and the same is true of the man of 
wealth or a corporation if the money and labor and mate- 
rial goods are used to produce a product which will not sell, 
or in drilling oil wells which do not produce oil. The thing 
created must have value because of market conditions for 
that thing; its value is not created by the cone of 
the things necessary to make it. 

Of course the laborer, capitalist, landlord, and entrepre- 
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neur normally regulate their conduct, or find their return 
regulated, by the anticipated value of the finished product, 
but anticipated value may have little relation to actual value 
in the finished product. Many laborers work for men when 
they believe that the man is wasting his money; many cap- 
italists and landlords are interested only in securing their 
own returns; and there are even entrepreneurs who delib- 
erately start enterprises which they know will fail. They 
all really know that it is not the cost of the finished product 
in any given case which determines its value, but its utility 
and scarcity under market conditions. The farmer and the 
manufacturer alike recognize this and devote their efforts 
to producing what they believe will have, under future con- 
ditions of utility and scarcity, sufficient value to enable them 
to have a surplus value above cost. 

(b) Adding to Value by Adding to Utility—If there is a 
sufficient demand for anything which has utility, the supply 
of that thing will be scarce in comparison with those who 
would want it if it were to be had for the asking, and this 
combined utility and scarcity give it value as more people 
will be bidding for it. The laborer and manufacturer alike 
take literal advantage of this principle, though they are 
more apt to secure added price by marketing their utilities 
where the scarcity is greatest. The number of laborers is 
limited, labor is always more or less scarce, and the wages 
vary with the utility and scarcity both of labor in general 
and of the particular time, place, and type of labor. The 
laborer, therefore, as he is able and intelligent, takes his 
service to the market where it has the largest utility and the 
greatest scarcity. If he is able to perform different types 
of service, he chooses to render that service which has the 
greatest utility and the greatest scarcity. Finally, if he 
actually adds to the utility of his service, does better work 
or more of it, its value rises. This is adding to value by 
adding to utility, and it is one way in which it is to the espe- 
cial interest of the public that value should be added to. 

_ The manufacturer adds to value by adding to utility when 
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he makes things which have greater utility than the fastors 
he used in making them. This is normally his great source 
of profit, and to add to this surplus of utility the enterpris- 
ing manufacturer is always eager to discover new utilities, 
new uses for his product. Yeast was once used only as 
yeast, now it is used as medicine also; but a clearer case of 
how added utility adds to price is in evidence whenever 
a new use for a metal creates an added demand which raises 
rice. 

: (c) Adding to Value by Increasing Scarcity.—The third 
way in which value is created, by the increase of the scarcity 
of something which has utility, has often been used in merely 
negative ways. The destruction of part of the coffee crop, 
or the tobacco crop, might create a condition of scarcity 
which would make the remainder of the crop worth more 
than the total crop. The storage of certain types of provi- 
sions might create an artificial scarcity which would so raise 
price that even if the stored goods should spoil or be de- 
stroyed the total value would have been increased. Clearly 
this principle is invoked alike by those who attempt to limit 
production, whether of labor or tobacco, and by those who 
attempt to create scarcity by keeping off the market goods 
already produced. 

There is, however, an entirely legitimate use of this prin- 
ciple closely linked with the distinctive service of market- 
ing. The refrigerating service reaches a melon section 
where melons are so plentiful that they have no value, and 
by bringing to the local field the demands of the great mar- 
kets this service makes the available supply scarce in com- 
parison to the new demand. Melons almost worthless be- 
cause of too abundant supply now have a price, and the 
price comes through a demand so increased as to create 
greater comparative scarcity. In large measure advertis- 
ing also performs this function by creating a wider or more 
intensive market for the goods advertised. 

2. Marketing in Its Relation to Utility.—The search for a 


market is the search for uses, for buyers who can use the 
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article to be marketed in such a way as to produce repeat 
orders. Whether the utility is utility for consumption or 
utility for production, the most important essential of a 
good sale is that it should produce another sale by making 
the buyer profit through this one. Utility is the positive 
principle, it tends to increase sales, while scarcity is nor- 
mally a check on sales either through price or through diffi- 
culty of supply, though pretended scarcity may make people 
eager to buy or willing to pay a higher price. Naturally, 
therefore, the search for something to increase sales results 
in a study of utilities. In the summer of 1920, the public 
were convinced that oil companies were raising the price of 
gasoline by a scarcity more pretended than real. At the 
same time, however, the oil companies had insistent sales 
problems on their hands, not to sell gasoline, but to sell lu- 
bricating oils. The new utilities sought, therefore, were 
utilities for lubricating oils, higher efficiency, more economy, 
anything which would make their lubricating oils of greater 
value to the buyer. aes 

Marketing is always performing this function, discover- 
ing new uses for raw materials and new uses for finished 
products, as well as new places in which both can be used. 
This has its reflex on the manufacturing process, so much 
that competition largely resolves itself in many fields into 
intensive study of the needs to be served, intensive search 
for possible utilities by the satisfaction of which their prod- 
ucts may gain advantages over competitors. The conven- 
iences of the kitchen cabinet and the various uses of the cash 
register had their origin not in the minds of consumers, but 
in the marketing intelligence of manufacturers who studied 
the needs of consumers more intelligently than the consum- 
ers themselves. 

3. Marketing in Its Relation to Scarcity—So far as such 
relations are legitimate the relations of marketing to scare- 
ity consist in utilizing produced goods to satisfy present de- 
mand and in adjusting future demand and supply. In other 
words, the function of marketing in August, 1920, includes 
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satisfying the wheat needs of both wheat-producing and 
nonwheat-producing countries, not only in December, 1920, 
but also in December, 1921. As part of this process it in- 
cludes more than merely wheat, in fact everything which 
can supply a wheat need—corn, oats, barley, rice. And if 
the marketing is effective the products will be distributed 
to different regions in proportion as scarcity there is made 
evident by price. For scarcity in economics, of course, 
means economic scarcity on the part of people who are will- 
ing and able to pay to have their needs satisfied.* 

There is also an illegitimate function which has always 
played a part in marketing—the creation of an artificial 
scarcity as a means of increasing price. Restricting pro- 
duction by agreement and withholding from sale enough of 
what has been produced to create an artificial scarcity are 
- clearly methods of increasing price at the expense of the 
consumer. Under normal conditions no one objects to the 
individual holding what he has produced if he thinks he can 
gain a better price by so doing; but if many people or large 
corporations get control of so much that keeping part of it 
off the market will force up the price the consumer’s rights 
are being violated. Hach man produces what he does pro- 
duce with the understanding that when he sells it he can 
buy what he wants al’ prices determined by free competi- 
tion. If, then, when he comes to buy he finds that certain 
prices are determined not by free competition, but by mar- 
ket manipulation, he has just ground for complaint. So 
far as it is able the government prevents such price manip-— 
ulation not merely in the interest of the consumer, but in the 
interest of those producers who are not a part of the price 
manipulation; but the government must guard against too 
much interference with private initiative, for it may by less- 
ening efficiency do even the consumer more harm than good. 

* A much better case than many may think can be made out for the efficiency : 
and productive value of the marketing system even if judged solely by whether 
it brings back to original producers a proportionately large amount of that 


secured from far-off markets; but the function of this text as outlined in the 
preface makes the discussion of this undesirable here. 
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4. Advertising as a Factor in the Marketing Process.— 
: In succeeding chapters we-shall see that the development 
of wider markets was essential to the development of man- 
ufacturing, and we shall have occasion to stress the part of 
advertising in the development of wider markets as well 
as its part in cutting down marketing costs. Its general 
marketing functions, however, may be classified with rela- 
tion to utility as (1) adding to utilities which already exist, 
(2) creating or supplying new utilities, and (3) acting as a 
substitute for other utilities. 

It adds to utilities which already exist when it makes 
people realize more fully the importance of those utilities. 
Value is the result of utility and scarcity, but it is the rec- 
ognition of utility which makes people desire a thing and 
so supplies one of the necessary conditions of value. In 
other words, so far as value determination is concerned, 
utility is not a purely materialistic thing nor a mere matter 
of abstract fact, but a psychological recognition of that util- 
ity by the buyer. When, therefore, a prospective buyer of’ 
a hat asks for a particular brand, it is evidence of two things 
—first, that he recognizes the utility of hats in general, and, 
second, that advertising or something else has so added 
to his conception of the utility of that particular brand of 
hat that he calls for it rather than j.st for a hat. 

To make the point unmistakably clear, let us go one step 
farther. Suppose that an unadvertised hat has the same 
quality, has it, for him, the same value? In the first place, 
it may have the same actual utility so far as style, durabil- 
ity, quality, etc., are concerned; but if he does not recognize 
the fact it will not have the same value for him. Advertis- 
ing has increased the utility of this special brand in his 
mind, and by so doing has added to its value. We need not 
» here enter into the discussion of the probability of the ad- 


 yertising brand having greater actual utility because of 


lower costs made possible by greater volume in manufactur- 

_ ing and lower selling costs, nor need we discuss the prob- 

able service to the consumer which advertising often per- 
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forms in protecting him from his own unaided judgment. 
The essential marketing fact is to see that advertising has 
actually added to value. In the second place, we should 
recognize the important fact that one of the reasons why 
the man buys the hat is his desire to feel well dressed, and 
it is undeniable that for many this consciousness is mark- 
edly increased by the fact that not only he but his asso- 
ciates recognize the quality the trade-mark implies. 

This latter fact is a good illustration of how advertising 
actually creates utilities. To wear a hat whose very trade- 
mark signifies quality may have an influence on one’s asso- 
ciates and so be a distinct commercial asset, and the same 
may be true of driving a car whose very name is a symbol 
of excellence. This fact needs to be kept especially well 
in mind in the marketing of goods for consumption, where 
personal satisfaction is a dominant influence, but a long- 
standing reputation also adds markedly to the value of 
goods intended for further production, and advertising 
‘builds up such reputations. 

To have a customer come into the store and ask for a par- 
ticular brand of pork and beans is a great advantage to the 
grocer who carries it. It not only cuts the time consumed 
in the sale to a minimum, but forms a basis for confidence 
and further sales. It is an even greater advantage if the 
customer comes into the store to buy one thing and, seeing 
on display goods which he has seen advertised, buys some- 
thing he had not intended to purchase. It is, moreover, the 
peculiar function of advertising to create these utilities, 
utilities which, except for advertising, could have no ex- 
istence. 

In its normal function in marketing, advertising is also 
a substitute for other utilities. In the mail-order business 
it is a complete substitute for the sales force. In some 
types of business it is a part of the sales process, going out — 
to educate the customer at less cost than a personal call 
from a salesman, and bringing the customer in, perhaps 
- merely curious, perhaps unaware of his interest, or perhaps 
ready to buy. In any event, however, so far as advertising 
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is a part of the sales process, whether it adds to utilities 
_ already existing, creates utilities which did not exist, or acts 
as a substitute for other utilities, it adds to value. 


THE FOUR FACTORS IN PRODUCTION AND THEIR MARKETING 
FUNCTION 


Under our present economic order there are four fac- 
tors which enter into practically every material good pro- 
duced. Land and labor are the evident factors, evident to 
everyone—though some maintain that the share of land 
should go to all the people rather than to the user or to 
some private owner. Capital has also a part in production 
_ very well recognized in business practice, though the proof 
of it by economic theory requires rather clear-cut reason- 
ing, and economists are not at all agreed as to what is 
conclusive proof. The fourth factor is a subject of consid- 
erable controversy, some preferring to class the entrepre- 
neur as labor and some as capital. His economic function 
is assuming the burden of initiating business enterprise and 
the risk and responsibility of carrying on business. This is 
not only distinct from the primary functions of both labor 
and capital, but needs to be considered apart from them if 
we are properly to understand most productive processes, 
especially marketing and manufacturing. Most economists, 
therefore, insist that there are four economic agents—the 
laborer, the capitalist, the landlord, and the entrepreneur.* 

Tn considering the causes which restrict the development 
of a given market and the causes through the operation of 
which that market may expand, there is a fundamental dan- 
ger that one of these factors may be stressed wholly beyond 
its proportionate importance. All are necessary to the 
highest efficiency of any type of production, and in market- 
- ing all play an evident part, whether in marketing in the 
sense of the apple market, or marketing in the sense of mar- 


4The English word for this idea is undertaker, the French word entrepre- 
neur and the German word wnternehmer. Unfortunately, in the United States 
the English word has also another meaning and the French word is almost 
necessarily used instead. 
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keting the apples of the Northwest, or marketing in the 
sense of developing a city in the midst of an apple country — 
as a buying and selling center for all the needs and products 
of the community. Almost invariably the city which pre- 
tends that labor and labor alone is the source of its difficulty 
needs some one to give it more adequate and truthful anal- 
ysis. The people who are giving this analysis are as a rule 
willfully blinding themselves, or trying to blind others, to 
marked shortcomings of the other productive factors. This 
aspect of the matter needs perhaps to be called to the atten- 
tion of those interested in marketing even more than the 
other common aspect, equally true, that where labor is ful- 
minating against capital it is practically never coming into 
the court of public opinion with its own hands wholly clean. 

1. Land as Location and as Natural Resources.—For the 
development of a farm the natural fertility of the soil is the 
first qualification which naturally comes to mind, but fertile 
soil may be valueless unless it has location also. Quite 
naturally, on the other hand, one thinks of a city as de- 
pendent not so much upon the resources of the district im- 
mediately around it as upon the labor and capital and en- 
trepreneurship which can be attracted to it. Here also, 
however, both of the primary characteristics of land— 
location and natural resources—are quite as necessary as 
with the farm, though both may in this case be brought 
under the term location, location with respect to a selling 


market and location with respect to natural resources and 


transportation. 

The difference between a small town which expands into 
a city may be largely a question of utilizing land as loca- 
tion. The people who are in control may keep the town 
the center of a small surrounding district or they may by 
railroads and enterprise make it the center of a much larger 
district. So also, though there may be no especial advan- 
tages in the raw-material resources of that immediate vicin- 
ity, it may have the unrealized possibilities of a Gary asa 
center for raw materials to be brought from a distance for 
manufacture and marketing. ' 
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Distance is no longer the factor it once was. The steel is 
brought from Pittsburgh to a little town in southern Cali- 
fornia, and the Hot Point electrical goods are manufactured 
and sent back east and marketed most successfully. Nor 
are the recognized uses of land, the recognized raw mate- 
rials, any more regarded as final. The little town of Pasco 
at the bend of the Columbia River has hopes of a future not 
in its five railroads alone, but in the great irrigation project 
which may make it the natural marketing center of a farm- 
ing region greater and more productive than has built up 
other cities. The continued analysis of the location and 
raw material possibilities of a city is therefore imperative 
if its possibilities are to be realized. 

2. Labor as Producer and Consumer.—In the smaller 
towns in the midst of farming communities the proper im- 
portance is rarely given to labor either as producer or as 
consumer. , The local men of influence are apt to consider 
that the merchant and the banker are what make the town 
so far as its economic importance is concerned, with some 
consideration in a social way to professional men. The 
town trade seems to have its chief importance in the eyes 
of the merchants, not from the laboring group, but from the 
retired farmer class and the business and professional men 
whose chief source of income is the surrounding country. 
The farmer likewise fails to exalt the function of labor as 
such, feeling, as a rule, that he pays too much for his hired 
- help, whether the rate actually paid is sixteen dollars a 
month or sixty. 

This attitude toward labor is one of the reasons why 
many towns stay small towns. So far as one aspect of mar- 
_ keting is concerned, the great function of labor is produc- 
tion, production of goods to be sold either at home or else- 

where. In this sense marketing is concerned with wages 
- only in so far as the wages paid insure efficient production. 
The other aspect of marketing, however—the sale of goods 
- brought in by merchants—has a keen interest in the wages 
- received by labor. This should be true in the small town 
_ where the salaries of clerks should be recognized as a factor 
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in the buying power upon which the stores depend; but it 
is usually fully recognized only when the wage totals of 
other than mercantile industries begin to play an impor- 
tant part in determining the character of the stores. The 
stores may then become interested in what they call a just 
wage for laborers in manufacturing industries, sometimes 
making their sympathy very public even when their own 
employees are inadequately paid. While this is all part of 
normal economic reactions, each being interested in what. 
is to his own financial interest, yet the general productive 
efficiency of labor as a whole, an absolute essential to 
developing any type of market, depends largely upon the 
laborer receiving a sufficient wage to maintain his standard 
of living. On the other hand, his actual buying of those 
things which are necessary to maintain his standard of 
living builds up that aspect of marketing which the stores 
represent. 

3. Capital as Producer and as Surplus.—A complete an- 
swer to almost every problem in marketing involves an an- 
swer on both production and consumption phases. On the 
side of production it is evident that sufficient capital must 
be available to enable the other factors to be used to the best 
advantage. Unlimited water power may be useless if capi- 
tal cannot be secured, and that, too, even though manufac- 
turing enterprises ready to use the current are clamoring 
for its development. The entrepreneur, with all the other 
essentials for success in a new enterprise, can do little with- 
out adequate capital; and the withdrawal or withholding of 
capital cramps production and reduces the demand for 
labor. 

The additional capital needed for the development may 
come from without the community or it may come from 
within the community through surplus accumulated by any 
one of the producing factors. This matter will be taken up 
more in detail in a later chapter and we need note here only 
that the best conditions for the development of any city 
must include two things—(1) every factor (land, labor, cap- 
ital, and entrepreneurship) must have a surplus, and (2) 
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the normal tendency must be to invest this surplus in pro- 
ductive industries at home. So little is this understood that 
public-spirited men will subscribe liberally to advertise 
their home city, but will seek investment for their own sur- 
plus in stocks and bonds of industries in other cities even in 
preference to industries of the very city they are earnestly 
striving to build up. 
The increase of capital comes largely from capital sur- 
plus as such—that is, from those who receive interest say- 
ing part of it for reinvestment. A much larger share of new 
capital, however, comes from the surplus from profits, in- 
vestments where the risk taken demands and secures larger 
returns than mere interest would bring. Equally important 
is the fact that the hope of profits rather than the hope of 
interest induces many to increase their surplus by saving. 
The motivation of laborers to save rather than to spend all 
they earn might, therefore, in many cases, at least, very 
profitably for all concerned, be directed at profit in legiti- 
mate industries rather than toward the savings bank and 
home owning. For in spite of advertisements and paternal 
advice from employers, it is not always the savings-bank 
and home-owning devotee who rises from the ranks of 
laborer to entrepreneur, who starts new industries and im- 
proves the old. 

4. Entrepreneurship as a Creative and as a Directing 
_Force—In many ways it is convenient to leave out this 
classification and to treat the entrepreneur as laborer or 
capitalist, as the individual case makes most natural. In 
the development of the market, however, the functions of 
‘the entrepreneur stand out very clearly as distinct from 
either. This is also especially true in manufacturing not 
only since the revolution in organization in the last thirty 
years, but since the industrial revolution which began in the 
latter part of the eighteenth century. The originator of a 
ew business is often possessed of only a mere fraction of 
lhe money necessary to carry it to success. His first funce- 
ion is to induce others to supply the needed capital, and the 


‘difference between the capitalist and the entrepreneur may 
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be illustrated by those who furnish this capital. Some of 
the needed capital may be furnished by those whom the 
original entrepreneur induces to take the risk along with 
him and share the responsibility for making it a success. 
These men also become entrepreneurs, though if the orig- 
inal entrepreneur is a man of ability he usually sees to 
it that he receives special reward for his initiation of the 
enterprise. Other capitalists lend their money to the new 
enterprise under conditions which give them a stated rate 
of interest, and which safeguard their investment. These 
are capitalists as distinguished from entrepreneurs. 

_ Now it is evident that the growth of a city depends to a 
very marked degree upon those who create new enterprises 
and who take the responsibility of maintaining those al- 
ready established. The class of people who perform this 
service is constantly being increased by the more able and 
aggressive in the laboring class and decreased by those 
who withdraw their money from investments in which they 
take risk for the sake of profit and become purely capitalists 
by investing in interest-bearing securities. When the la- 
borer is allowed to buy stock in the store or the manufac- . 
turing corporation he shares the entrepreneur function, he 
takes financial risk, and modern management has tended to 
encourage this not merely to identify the interest of the 
laborer with the industry, but because it tends to encourage 
whatever capacity for entrepreneurship of the higher type — 
he may possess. 

Summary.—tThe whole economic process is directed to- 
ward the production of things having economic value, not as 
things of value in themselves, but as securing for the pro- 
ducers the things they desire. In this process of produc- 
tion the value created is dependent upon the utility and 
scarcity of things produced, and the marketing function is 
to take the things produced to the persons and places and 
times which combine such conditions of utility and scarcity 
as will produce the greatest value for those things. Finally, 
through the prices paid for those things and paid back in 
turn (or in advance) to those who have had a share in their 
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production, the total value is distributed into four economic 

shares—(1) wages, the share which goes to the laborer; (2) 
interest, the share which goes to the various capitalists as 
such; (3) rent, the share which goes to the different land- 
locas: and (4) profit, the share which goes to the entrepre- 
neurs, the men who have taken the initiative and risk in 
starting the various enterprises, from original producer 
to last delivery, and the risk and responsibility of carrying 
on these enterprises. 


PROBLEMS 


= 


Why did Caruso get $5,000 a night and a laborer only $5 a day? 

Why is a grocer’s profit less than that of a candy manufacturer? 

3. Why have the apple growers of New York and Michigan no such 
opportunity to control prices as the raisin growers of California? 

4, What is the relation of producer and consumer as to the creation of 
scarcity? To what extent has the producer a right to produce scarcity? 

5. What are the dangers of stressing the failure of one factor as the 
reason for the failure of all? 

6. There are four types of utility: (1) elementary, as wheat; (2) form, 

as changing wheat to flour; (3) place, as carrying the flour to Alaska; 

and (4) time, as keeping wheat and flour until they are wanted. Each 


of these utilities is bound to command a price under our present order. 
Why? 


BS 


REVIEW PROBLEMS 


1. Good health is certainly of great value to its possessor. Why is it not 
wealth? 

Is the gold which sank in the Spanish galleons wealth? 

How is a residence consumed and what is the difference in industry 
between the way a residence and the way a factory are consumed? 

4. Under what circumstances might we say that money spent for bananas 
for a picnic was more wisely used than if it had been put in a savings 
bank? 

5. “Economie shares are purely a question of price. A man’s share de- 

pends not on how hard he works or how mutch he needs, but on the 
utility and scarcity of what he does.” Explain. 
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THE FOUR ECONOMIC REVOLUTIONS SINCE FEUDAL TIMES 


Tuere is one all-sufficient reason why every true friend 
of the present order should understand clearly the essen- 
tially revolutionary character of the changes which have 
taken place since feudal times. Nothing else can quite so 
convincingly make him understand that if the self-interest 
of the majority is not satisfied by our present economic 
order, the normal working out of economic laws, and the . 
normal development of social and political ideas, may bring. 
about no less revolutionary changes in the conditions under 
which economic goods are produced, distributed, and con- 
sumed. As he remembers the process by which the feudal 
order was overthrown, the true friend of the present order 
will therefore keep in mind that one great cause of the over- 
throw of the feudal order was that its supporters, instead 
of trying to improve it, insisted that it was sacred. 

Just as truly as was the feudal system, the present order 
is on trial; and if changes in the present order, even revolu- 
tionary changes, will work for the betterment of social 
and economic conditions, then those changes will normally 
tend to take place under the workings of economic laws and 
social and political development. It is true that at present 
among the English-speaking people only a small percentage 
are convinced that any of the proposed radical changes 
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would improve matters; but it is also true that only a small 
percentage have any such reverence for the present order 
that they would not be willing to see it changed if they felt 
sure the change would on the whole be a decided improve- 
ment. In other words, any defense of the present order 
must be made on the basis of how it better serves human 
needs than any proposed change, and its true friends will 
show their friendship by striving to make it better, not by 
pretending that it is in some way sacred and that all who 

‘speak of its shortcomings should be condemned. Advocates 
of the present order need, therefore, to understand how it 
arose and how its central principles developed out of human 
needs and not out of some sacred order of things. 

1. The Revolution in Private Rights?—Under the feudal 
régime, of the four factors in production (land, labor, cap- 
ital, and entrepreneurship) only capital existed as a private 
right as we understand the term to-day. The feudal lord did 
not own the land in the present sense of private ownership, 
the laborer living on the land did not have a right to work 
or not work, as he saw fit, and men in general did not have 
thé right to start any business which they wished to start, 

or even decide what trade they would work at to make 
a living. Equally important, if we are to see clearly how 
economic changes come about, these new rights were ac- 
quired by a frank disregard of the obligations of the then 

established order. 

- So far as understanding the real situation is concerned, 
it is not seriously overstating conditions to say that a man 
as an individual had no rights under the feudal régime 
except as he had them through his membership in some 
group. If he lived in the country he had his rights through 
the lord of the manor, and if he lived in the city he had his 

: rights through some guild or some association or through 

the direct protection, often purchased, of some city or noble. 

This right to protection of life and property and the means 


1 For the sake of simplicity the revolutions by which we came to our present 
rder are traced with reference only to England and the United States, where 
changes in government have not so greatly changed or suppressed the results 
of the workings of economic laws. 
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of earning his living entailed certain well-defined duties, 
and to leave one group and join another required the con- 
sent of both groups. If a man left one group and did not 
join another he was an outlaw—that is, without the pro- 
tection of the law, since the law recognized a man’s rights 
‘only as he was a member of some group. 

For people in general, therefore, private rights did not 
exist as we understand the terms; and specifically the pri- 
vate rights which bear directly on economic activity did not 
exist for the individual as such. They came to him through 
economic changes which induced men to overthrow the old 
economic order; and out of this revolution, no less a revolu- 

' tion because the form of government remained unchanged, 
arose not only the institution of private property as we 
now understand the term (including not merely personal 
property, but houses and lands) but the group of rights 
which are generally grouped under the term industrial free- 
dom—the right of initiative, the right of contract, and free 
competition. . 

Other influences were already at work to bring about this 
revolution—the weakening of the nobles in the Crusades, 
the growth of the power of the towns, the rise of the crafts- 
men within the towns, and the spread of ideas among the 
masses; but the Black Death which spread over Europe and 
made 1349 a year of terror in England brought about eco- 
nomic conditions which overthrew the economic order of 
the feudal system. Of the three or four millions which then 
formed the population of England, from one-third to one- 
half were swept away, and though the ravages were more 
deadly in the larger towns and even in the villages, the farm 
laborers were also greatly reduced in number. 

(a) Rise of Private Property in Land.—Private property 
in land arose as a recognized part of the economic order 
only after the nobles and the government had failed utterly 
to enforce the old economic order. Under the feudal régime 
the land was held by the man who worked it as aright which 
could not be taken from him. In return he gave a certain 
amount of labor on the lands worked for the support of the 
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lord, and he had no more right to forsake these duties than 
the lord had to take from him the land which he worked for 
himself. 

Even before the Black Death the convenience and profit 
of the lord of the manor had induced him under certain cir- 
cumstances to accept money instead of labor service from 
those not working the land. In the course of time, there- 
fore, much the same revolution would probably have come 
about, but the Black Death undoubtedly hastened the sweep- 

‘ing changes in the economic order which followed, though 
all the principles involved in what we call the Revolution 
in Private Rights did not become clearly established and 
accepted until the eighteenth century. 

In brief, private ownership of land developed because 
there were not sufficient men to work the lands on the old 
terms, either of labor or of money payment. The high rate 
of wages in towns drew away from the land not only the 
comparatively few who were in the free-labor class, but 
many of those still remaining alive who belonged to the till- 
ers of the soil group and could not escape it except by re- 
-volting against the established order. The lords of the 

‘manor, therefore, after exhausting the resources of their 

own forces and of the government to make those born to 

- tilling the soil stay on their lands, declared that those who 
had forsaken their duty of tilling the soil had forfeited all 

rights to such lands as had been deserted. They therefore 
proclaimed their own personal ownership of those lands 

_and devoted them to grazing instead of agriculture.’ In the 
course of time, also, the money rent or share of crop instead 

of labor service became almost universal with those re- 

‘maining on the land, and thus the landlord became a land- 
lord of the modern type, owning the land, instead of a lord 

_ of the manor of the old type where the land was held as part 


_ 2 As this process became profitable different types of land were inclosed and 
much harm resulted. For a fuller discussion of the Black Death and the 
development of sheep raising by extension of private property in land, see 
"chaps. vi and viii in Landmarks in English Industrial History, by Townsend 
_ Warner. 
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of the manor and the relations of lord and worker of the 
land were fixed by rights and duties toward each other. 

(b) Rise of Industrial Freedom.—Hven before the Black 
Death much progress had been made toward freeing the la- 
borer from the feudal law that he must pay head money for 
license to leave the estate of the lord of the manor to go in 
search of trade or work and that his refusal to return when- 
ever his lord ordered him placed him under ban as an out- 
law. The death of so many both in towns and country, how- 
ever, sent labor prices soaring, and with this came higher 
prices for food. Not only those who sought gain, therefore, 
took the risk of outlawry and forsook the duties of place, but 
many of those who would have preferred to perform the 
duties of the old order were forced by the prices of food into 
occupations which would bring enough to live on. 

On the other hand, this same dearth of labor broke down 
the tendency of the crafts to guard their membership. 
Every craft was in need of workmen, every town was in 
need of workmen, and not only were those who fled their ob- 
ligations in the country welcomed and protected in the 
towns, but those who left one town were welcomed in an- 
other and those who left one craft found other crafts eager 
to admit them. This sudden demand for labor, on the one 
hand, and on the other the economic necessity of earning as 
much as possible to meet the needs of life, induced the 
laborer to overthrow the whole economic structure of rights 
and duties under the feudal régime and to establish in its 
stead the principles of industrial freedom, the right of 
initiative, the right of contract, and free competition. 

In general these rights became established in the century 
and a half which followed the Black Death, and their estab- 
lishment on the economic side is a part of the general proc- 
ess which marked the end of feudalism and the beginning 
of modern times. It is true that the conditions of manu- 
facture, the number of threads to an inch in cloth, for in- 
stance, were in large measure rigorously prescribed by 
government even as late as after the French Revolution, but 
the spirit of free competition began early to motivate in 
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economic activity. The right of initiative—the right of 
laborer and merchant alike to enter whatever field appealed 
to them—and the right of contract, which was, so far as 
labor was concerned, the right to work at a price fixed by 
bargaining and not by custom, were firmly established both 
in practice and in theory long before the industrial revolu- 
tion in the latter part of the eighteenth century. 

One cannot well overestimate the importance of this eco- 
nomic revolution in private rights. Not only did it create 
the essential economic conditions under which subsequent 
economic revolutions took place, but these fundamental pri- 
vate rights—private property and industrial freedom— 
remain the foundation of our present order. Moreover, in 
establishing these private rights there were developed the 
two great fundamental principles which dominate the po- 
litical thought of the present English-speaking peoples, that 
personal liberty is more important than anything else wm 
government, and that personal initiative is the greatest 
economic asset, for both peace and war, which a nation can 

possess. 

Merely as two of the conditions under which, among Eng- 
lish-speaking peoples, economic goods must be produced, 

_ distributed, and consumed, these two principles demand 
frank recognition of all who would manufacture or market. 
Not only are they principles which it will take another revo- 

- Jution to overthrow, but they are principles which underlie 

_ public opinion in all its bearings on manufacturing and mar- 

keting. Hven should economic conditions in other countries 
 ereate doubt in the minds of the English-speaking peoples 

‘ as to whether they might not better meet other nations in 

the fight for economic supremacy by abridging personal 
liberty and restricting personal initiative, the outcome of 
the conflict with Germany will tend to make them more con- 
fident of the wisdom of standing by those principles. Per- 
haps we may even go further and say that they would rather 


see economic supremacy taken from them than surrender 
ne the two things which in their minds constitute the two great 
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things which they have come to regard as worthy of all 
sacrifice to maintain. 

2. Thelndustrial Revolution—The invention of machinery 
which transformed the making of cloth from hand work in 
the home to machine work in the factory marks the begin- 
ning of the industrial revolution. By a curious coincidence 
the year 1776 marks three events of the greatest impor- 
tance—the declaration of independence by the American 
Colonies, the publication of the Wealth of Nations by Adam 
Smith (see Chapter VI), and the invention of the spinning 
mule by Crompton which so combined the previous inven- 
tions of Hargreaves and Awkwright that machinery took 
on new importance as one of the productive forces of the 
world. Hven in this industry the complete transition to the 
factory system proper with many laborers in one building 
and the machinery owned by the employer of the laborers 
was delayed until 1783, when the invention of the power 
loom by Cartwright allowed the application of the steam 
engine of Watt to bring to the forces of production the 
power of the coal beds of England. 

The introduction of this machinery was bitterly fought in 
England by those who felt that with machinery there would 
be insufficient work for the laborers. With the success of 
machinery in this field, however, every other field was stim- 
ulated to add to its own productive powers by machinery 
driven by water and steam. On the one hand, therefore, 
the new era was marked by a tremendously increased pro- 
ductivity, and on the other by the division of those engaged 
in manufacturing into two great classes—on the one hand, 
those who owned the factories, and on the other hand the 
laborers. 

Before the introduction of machinery the relation be- 
tween employer and employee was intimate and personal, 
not merely when the relation was that of master and ap- 
prentice, but when the laborer worked for wages alone. 
Not only under the guild system, but under what followed 
it, the workman, as a rule, owned his tools, and at least . 
after his apprenticeship was over was in the main free to- 
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work for others or to set up for himself. Under the new 
system, however, the very conditions of efficiency demanded 
the direction of many laborers by one management, and the 
large capital necessary made it impossible for anyone but 
the most efficient to rise to factory ownership. From this 
point we date labor problems in the modern sense. 

3. The Revolution in Transportation—The greatly in- 
creased production which the industrial revolution brought 
about was a spur to the further development of transporta- 
tion. Already water transportation by canals had prepared 
the way for the extension of industry through the produc- 
tive power of machinery, but the successful application of 
steam to machinery for mining and manufacture could not 
but lead to its application to transportation. The railroad 
and the steamboat revolutionized land and water trans- 
‘portation and not only brought the markets of the world 

within reach of the manufacturer, but brought raw mate- 
rials from the ends of the earth to those countries which 
had the manufacturing skill and resources to transform 
them into finished products. 
_ Under the factory system there had developed a speciali- 
zation of labor which added greatly to its productive power. 
_ The need of having the same thing done many times allowed 
those to whom this thing was assigned to develop great 
skill at it. Specialization by laborers and the competition 
_of management alike led to added inventions. Then, too, 
specialization increased effectiveness because it saved the 
_ time formerly wasted by the workman going from one thing 
to another. The revolution in transportation, however, de- 
veloped much further the geographical specialization, al- 
_ ready well under way, by which one city or group of cities 
‘ specialized in cotton mills, one in ships, and another in 
_ machinery. In later years, as to a less extent perhaps even 
from the beginning, this specialization has had the disad- 
vantage of making many of the workmen mere machines; 
but on the other hand it has greatly stimulated inventions 
and more effective specialization. 
x Iti is this revolution in transportation which has so sig- 
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nally opened the way to the growth into a city of almost 
any town with citizens endowed with the element of high 
enterprise. Nor could an empire like that of Great Britain 
or a vast republic like the United States be bound together 
in common interests without transportation facilities, not 
only for raw materials and finished products, but for infor- 
mation, the stuff of which public opinion is made and by 
which marketing on a world scale is made possible. The 
telegraph, the telephone, and the cable were as necessary 
as steamboat and railroad and factory before economic 
progress could reach the point where the fourth great revo- 
lution could take place. 

4. The Revolution of Organization.—As a rule, any busi- 
ness is ill managed if over a period of years it can either 
easily sell all its product or easily produce all its salesmen 
can sell. The very nature of the competitive process forces 
every phase of the business to improve its effectiveness, 
and makes the sales manager and production manager set 
a hot pace for each other. Just as naturally, therefore, as 
the increased productiveness through machinery led to the 
further development of transportation, so the continued — 
development of both led to larger and larger manufacturing 
and transportation organizations; and the need in increas- 
ing numbers of organizations for more and more capital — 
under one management just as naturally led to the revolu- 
tion in organization. This movement toward corporate or- 
ganizations displacing partnerships may be considered as 
getting well under way about 1890 and reached full tide of — 
its development under the administration of President 
Roosevelt. Since that time comparatively few enterprises 
of any considerable moment have developed under personal — 
ownership or partnership; and though in mere numbers 
there are still many businesses which are not corporations, 
the tendency is toward corporate form even when the con- 
trol of the stock is in one man’s hands. Merely as a method — 
of doing business, therefore, it would seem that the cor- 
poration had demonstrated its superiority; but its greatest | 
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_ functions have been to gather together sufficient capital to 
make possible huge enterprises. 

As stock in corporations is not limited to the wealthy, but 
is open even to those who can purchase only one share, 
many believe that this revolution in organization lays the 
foundation for the settlement of many difficulties which 
have arisen in the conflict of capital and labor. In propor- 
tion to his savings each laborer has it within his power to 
become also both capitalist and entrepreneur, capitalist as 
he invests in the bonds of sound corporations where he is 
sure of his interest, or entrepreneur as he invests in the 
common stock and shares in the profits in return for the 
risk he takes. Many see distinct advantages also in the 

- fact that his entrepreneurship is not confined to the busi- 
ness at which he earns his wages, though many of the more 
progressive corporations offer special inducements for 
their laborers to become joint owners through the purchase 
of stock. 

So far as marketing is concerned, however, three great 
facts stand out as the dominating tendencies which have 
followed this revolution in organization. The first tendency 
is to increase the opportunities to the entrepreneur, the man 
with ideas, whether in manufacturing or in marketing; the 
second is to develop a demand for increasingly large num- 

bers of high-class men to work for salaries before unheard 
of ; and the third is to make every little business a possible 
gateway to larger and larger opportunities, since organiz- 
ing ability is no longer limited by the amount of capital 

_ possessed by the entrepreneur or his immediate friends. 

‘The development of advertising as a marketing force may 
_ properly be regarded as a part of the development of trans- 
_ portation. The revolution in communication is much more 
than a mere development of fast train service and telephone 
_ and telegraph. It has been also a development of organiza- 
a tions for more adequate use of these services, most notably 
the development, on the one hand, of newspapers and maga- 
_ zines, and on the other hand the development of marketing 
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agencies by huge industries competing for the market by 
every available means. 

National advertising has in part been a cause and is in 
part a result of the development of national magazines. 
So also it might be said to be a cause and a result of national ~ 
similarity in taste and ideals and needs implied by a com- 
mon standard:-of living. Its true economic character has 
not been fully recognized because not only consumers but 
many retailers have regarded it as an addition to cost and 
have not recognized that it is a phase of revolution in mar- 
keting methods which depends primarily on lowering unit 
costs both in manufacturing and marketing by increasing 
volume. 

Summary and Comment.—Our present order is one of 
co-operation, some of it by agreement, some of it under 
direct authority, but chiefly spontaneous co-operation ef- 
fected by each doing the thing which he thinks will bring 
him the means by which he can purchase what he most de- 
sires. The conditions under which our present order is 
carried on were brought about by the overthrow of other 
conditions which did not seem to the people who worked 
under them to be so well adapted to their securing the 
things they prized most; and it is entirely probable that our. 
present conditions will be overthrown if the people in gen- 
eral become convinced that still other conditions will enable 
them better to gain what they most desire. | 

The English-speaking people do not take kindly to so- 
cialism or communism simply because they do not believe - 
that either of those systems will give them what they most 
desire in as full measure as the present system with all its 
imperfections. Two of these things which they prize above 
all others are personal liberty and the right to personal 
initiative. On the economic side, moreover, at the time the 
average young man is forming his personal opinions and 
entering the actual struggle of life he has sufficient confi- ie 
dence in his ability and initiative to believe that the present 
order offers him an opportunity commensurate with his 
ability. Especially is this true of the more able, the pos- 
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sible leaders who might convincingly advocate other sys- 


tems. These almost uniformly believe that the present sys- 


tem offers them far greater opportunities for personal 
advancement than the only seriously proposed substitute, 
socialism. 

So far as marketing is concerned, the following standards 
represent the current which men engaged in marketing and 
manufacturing will use to full advantage. Men want per- 
sonal liberty, and the desire to secure it in greater measure 
is a powerful incentive if the employee believes he will find 
it in greater and greater measure as he proves himself fit 
to be given direction over men and things. The reward 
which comes to personal initiative is not only a spur to its 
development, but the source of higher efficiency. The local 
merchandising field and local manufacturing alike offer op- 
portunities for personal initiative and provide the prelimi- 
nary training for entrance to larger industries, to national 
markets, and to foreign trade. Nor is the spur of greater 
reward reserved for the entrepreneur class, for the chance 
to get increasing returns for increased efficiency is a power- 
ful motive even with those lacking ability for higher place. 
These are the motivations at the heart of the workings of 
our present economic order and they are at the immediate 
service in a peculiarly evident fashion of those whose eco- 
nomic activities are centered in that phase of producti: 
which i is known as marketing in its wider sense. 


PROBLEMS 


1. Without referring to the personal injury to the man himself, explain 


why a labor union has no right to deny a man membership if member- 
ship in the union is necessary for him to work at a given trade. ' 


2. A town of 2,000 has two banks. Under what circumstances has a bank 


commissioner a right to refuse a charter for another bank asked for by 
responsible persons? Is the same principle involved as in problem 1? 

Can you justify his action on the ground that it is the proper function 

of the commissioner to act for the welfare of the community as a whole? 
. Why is Pittsburgh a greater manufacturing center than St. Louis? 


4 . Why is St. Louis a greater distributing center than Pittsburgh? 
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5. 


In your mind what is the new business which could be most profitably 
organized in your town? Why should it be organized as a corporation 
instead of as a company, or as a company instead of as a corporation? 


REVIEW PROBLEMS 


When you are applying for a position, what economic principle makes 
it important that your prospective employer should like your personal 
appearance? 

If there is a shortage of refrigerating cars, what difference will it 
make in the price of watermelons in Georgia? In New York? 

What is the cheapest fuel for your city for manufacturing purposes? 
Name an accessible raw material for manufacturing purposes in an in- 
dustry which is not now developing. 

Why is not fish decidedly cheaper in Chicago than in Indianapolis? 
How much a month is the rent of the best store in town which does 
not own its own building? How much of this in your opinion is for 
the rent of the land and how much for the building? (Different stores 
might be assigned to different members of the class.) 
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MERCANTILIST THEORIES BEFORE ADAM SMITH 


From the beginning the mercantilist theory was essen- 
tially a theory which put the power of the group above the 
welfare of the individual, and though the mercantilists of 
the last century have been forced to plead their theories by 
appeal to the good resulting to the individual the heart of 
mercantilism has not changed. Without giving any special 
_ significance to the exact coincidence of the year, therefore, 
it is interesting to remember that 1381 was not only the 
_ year of the peasants’ revolt under Wat Tyler, the first great 
open victory toward the establishment of industrial free- 
dom with its stress on the rights and welfare of the indi- 
vidual, but it was the year of the first of the Navigation 
_ Acts and of over four hundred years of mercantilism in the 
political policy of England. 

So far as economic theory was concerned the publication 
of Adam Smith’s Wealth of Nations in 17 76+ overthrew 
_ alike the mercantilist theories dominant in England and the 


1 Chapter vii. 
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physiocratic? theories dominant in France. The Wealth of 
Nations had little political effect, however, before the be- 
ginning of the nineteenth century; and it was 1846 before — 
the repeal of the corn laws (the English protective tariff on 
wheat, barley, etc.) marked the end of the old mercantilist 
legislation. In the United States the old mercantilist the- 
ory had, therefore, not the stretch of years to allow its 
workings to be evident. Accordingly, the old mercantilist 
theories will be treated with reference to English history 
and the mercantilist theories of to-day with reference to 
marketing conditions in the United States. 

1. Encouragement of Natiwe Shipping. — “Mercunte ae in 
England first made itself manifest in the encouragement of 
native shipping. In this as in its other main phases we see 
how mercantilism linked together the wealth of the nation 
in peace and the power of the nation in war. In the mosaic 
of political history the two great elements of private greed 
and patriotism are usually reasonably clear, and following 
the course of mercantilism should be helpful to students of 
marketing as they need to understand how marketing inter- 
ests, as well as other productive interests, use political 
ideas to further their own ends, really seeing in their own 
prosperity the welfare of the country as a whole. | 

The shipping interests, ship building and ship owning, 
wanted government help in building up their industry. At 
different times and in different degrees sovereign and 
statesman alike had financial interests in this industry. 
Moreover, quite apart from personal interests, the impor- 
tance of the merchant shipping, both as a thing in itself and 
in its relation to the navy, was « ident to those who in keep- 
ing with the doctrines of that time regarded the greatness 
of the nation as more important than the welfare of its 
subjects. 

A suecession of acts from 1381 to 1760, therefore, strove 
to upbuild the merchant shipping of England, chiefly by — 
encouraging both imports and exports to be carried in ships | 
Hnglish built and English owned. The extension of these 


2 Chapter vi. 
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laws to prevent the American Colonies from buying any- 
thing abroad except from Hngland or sending anything 
abroad except in English ships was one of the causes of the 
American Revolution, but it was an entirely logical applica- 
tion of mercantilism. 

The mercantilist arguments which supported this policy 
of building up English shipping interests, even at the ex- 
pense of those whose interests would have been better 
served by competitive freight rates induced by foreign com- 
petition and by wider markets, need only to be summarized 
as peace and war arguments. As for peace, the Navigation 
Laws not only built up an important English industry, but 
they saved for England and kept in England the gold that 
otherwise would be paid out to foreigners for carrying 
freight. As for war, this policy not only gave England the 
carrying power she needed, but it furnished for the navy a 
great body of men trained to the sea. In an era when it 
was the natural tendency to exalt the importance of the 
state over that of the welfare of its citizens such arguments 
seemed conclusive. 

2. Protection of Agriculture—The arguments put ‘for- 
ward by the mercantilist for the protection of agriculture 
were essentially of the same type. The right to import 
grain was so restricted as to raise its price and thus make 
the raising of grain more profitable. This was justified as 
a means of getting enough grain raised in England so that, 
first, in time of peace no money need be sent out of Eng- 
land for grain and, second, in time of war England not only 
would be able to feed her own people, but would have a 
sturdy agricultural population from which to draw her 
soldiers. 

_ That these corn laws made the price of food higher in 
England seemed relatively unimportant compared with the 
importance of the results to be attained either in peace or 
inwar. That the laws were maintained, however, even after 
England was undisputed mistress of the seas and after her 
population had so increased that even with the aid of the 
corn laws she could not grow enough grain for her own use, 
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is an eloquent comment on the danger of laws intended to 
help specific industries in times of special need. The fa- 
vored industry, as it grows in strength, not only has a 
political power which protects it against the repeal of laws 
in its favor, but in presenting its needs often does so with 
such success as to secure laws still more in its favor. 

3. Protection of Home Industries——Foreign trade was 
encouraged if it carried out manufactured goods or brought 
in raw material which could be manufactured in England, 
especially if it would in turn be exported as manufactured 
goods. This policy of encouraging home manufacturers 
and welcoming skilled workmen from other countries was 
not followed, however, under the theory that the wealth of 
the nation had its source primarily in labor, especially 
skilled labor. The mercantilist principle here, as in ship- 
ping and agriculture, was concerned in keeping gold from 
going out of the country and in bringing in gold from other 
countries. For this latter purpose the development of 
manufacturing industries was imperative, since England 
could barely supply its own agricultural needs, and skilled 
laborers who could help build up such industries were 
eagerly welcomed. 

4. Balance of Trade and Devotion to Wealth in Coin.— 
The one fundamental conception which underlies the whole 
mercantilist point of view comes out most clearly in their 
conception of the thing to be attained through foreign trade. 
In their estimation the wealth and in large measure the 
power of a nation consisted in the amount of coin in its 
possession. Only that nation which brought in more coin 
during the year than it had sent out had gained in wealth, 
and the great function of foreign trade was therefore to 
maintain a balance in favor of England. The present-day 
devotee of the balance of trade has other reasons to urge, 
but the mercantilists frankly preached that so far as wealth 
was concerned, prosperity in peace and power in war con- 
sisted in the supply of coin. 

The importation of luxuries was frowned upon not pri- 
marily for the evil effects of luxuries, but because they took 
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money out of the country. The importation of raw mate- 
rials was encouraged not primarily because they could be 
used by the English people themselves, but because they 
could be manufactured and exported with a net gain in coin. 

In short, around this one tenet of the quantity of coin 
being the measure of prosperity and power were grouped 
the four things for which mercantilism stood. (1) Native 
shipping was to be developed because it not only kept money 
from being sent abroad, as it would be if Englishmen paid 
the freight, but brought money in when others paid freight 
for having their goods carried in English vessels. (2) Agri- 
culture was to be encouraged and foreign grains barred 
except in times of great need, because if the English ate 
grain raised in England it kept them from sending money 
abroad, and because any surplus stock of food could be ex- 
ported and would thus bring in money. (3) Home manu- 
factures likewise not only kept at home money the English 
would otherwise send abroad, but in proportion as manu- 
factures flourished they had goods to export. (4) Finally, 
the balance of trade was the test of whether all these things 
were working properly for the increase of the prosperity 
and power of the nation. In other words, the source of the 
wealth of the nation was in foreign trade, and recognition 
was not given to the idea that a nation increased in wealth 
by producing more wealth than it consumed, whether or not 
the surplus was exported. 


THE MERCANTILISTS OF TO-DAY 


i Gebiatly speaking, the merchant and manufacturing 

; bates of to-day are mercantilists when they think of mar- 
keting goods which have a world market. They may recog- 

‘nize that the wealth of the country is increased by the manu- 
. facture of brick, though brick will not be shipped abroad; 
they may recognize that the great function of the American 
wheat crop is to feed Americans; but they cannot help feel- 


ing that when we have sold ih ae to a foreign nation 
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we have increased the wealth of our own at least to a greater 
degree than if we sold it at home. . 
The mercantilists of to-day have little or no conception 
of the evident fact that the greatest function of foreign 
trade is to enable a nation to get things which it cannot 
itself produce at all or cannot produce advantageously. 
Their attitude in the matter of protective tariff can best be 
dealt with in the chapter devoted to that subject, for just as 
the American protective tariff was inaugurated under the 
influence of theories different from the pure mercantilist 
theories of early Hngland, so also it is maintained under 
arguments still different from those under which it began. 
There are, however, three distinctively mercantilist the- 
ories which are to-day held rather clearly as such, and which 
seem worthy of especial mention as not leading to intelli- 
gent conclusions in marketing. These may be expressed in 
the three slogans: ‘‘We ought to maintain a favorable bal- 
ance of trade,’’ ‘‘We must maintain a merchant marine,’? 
and, ‘‘ Keep the dollar at home.’’ A, 
1. Balance of Trade Devotees——The fight for foreign 
markets in preference to the development of home markets 
could not exist without a superstitious belief in the superior 
virtue of money over other forms of wealth. A too favor- 
able balance of trade, if long continued, may have unfavor- 
able results not only on the rate of exchange but on the 
money system of the country; but under normal conditions 
economic reactions would set in which would restore proper 
relations of exports and imports. The mercantilist error, 
however, arises from a conviction that it is more profitable 
for us to have England owing us a million in gold than for 
her to have paid us with goods worth a million. Likewise. 
it seems to them highly unfortunate if at the end of the year 
other countries have sent us more goods than we have sent 
them, so that we have this extra wealth in goods and they 
have our obligation to pay for it. For such is their desire 
to have gold, and more gold, sent to us that they regard it 
as in itself necessarily unfortunate if we owe obligations 
which must be paid in gold; and this is the old mercantilist 
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fallacy that gold is the most important thing to import and 
that the export of gold lessens our wealth. 

To hold this prejudice they must keep themselves blind 
to the necessary results of our being one of the great gold- 
producing countries of the world. Gold, like wheat and 
copper, tends to flow to those places where it is not pro- 
duced, but is wanted in exchange for things that are pro- 
duced there. Yet in spite of the fact that the United States 
in the normal order of things will export gold just as surely 
as copper, the mercantilist continues to regard a favorable 
balance of trade as an essential to prosperity. The funda- 
mental source of this error is in failing to see the true func- 
tion of gold as money, and this was the fundamental error 
of the mercantilist. We need enough gold to do the money 
work which gold must do in our financial system, but when 
there is something else which we need more than our sur- 
plus gold, it is to our evident advantage to get what we 
need more in return for what we need less. 

Behind this whole conception of the balance of trade is 
an old idea fundamentally at variance with sound market- 
ing principles. This idea is that one nation grows rich only 
at the expense of another, and that when two men trade one 
must necessarily get the worst of it. Yet even with the 
growth of the idea that every legitimate commercial trans- 
action involves profit for both buyer and seller, the fetish 
of the balance of trade as representing the advantage of 
one nation through dealing with others continues to be held 
as of great importance. 

_ That in the old mercantilist sense, and even in the gen- 
eral sense which the mercantilists of to-day regard it, there 
ean be no real balance of trade in the long run—this will 
be dealt with in the chapter on reciprocity. It has seemed 
best to stress here the answers to the fallacy which should 
have direct appeal to those familiar with marketing proc- 
esses: (1) that as a great gold producer the United States 
would normally export gold as well as copper, and (2) that 
as mutual profit is the basis of successful marketing, any 
standard which measures the gain cf one nation by the 
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necessary loss of another must be in some way radically 
wrong. 

2. A Merchant Marine at Any Price—Quite apart pein 
political reasons as applied to peace and war, it will be 
rather hard for some time to get people in general in the 
United States to do any straight thinking on the subject of 
the merchant marine. With our English heritage there 
seems to be something peculiarly valuable in wealth in ships 
which wealth in corn and cotton and even in manufactured 
goods does not possess in the same sacred degree. Leaving 
to the chapter on the law of comparative costs the develop- 
ment of the explicit principle which, so far as economies is 
concerned, determines whether the United States should ex- 
pend resources in creating a merchant marine, instead of 
in doing something else with those resources, we need only 
mention here some of the aspects of the martennie problem 
involved. 

First, if the building up of a merchant marine is to de- 
pend upon our passing modifications of the old navigation 
laws of Hngland, will other nations meekly acquiesce in 
having their ships discriminated against? If we impose a 
penalty upon goods imported in other than American ships, 
we may thus provide cargoes for our incoming ships, but if 
foreign nations do likewise they put an equal handicap on 
cargoes for our outgoing ships. Then, too, we must face 
the question as to whether foreign goods will reach us most 
advantageously and whether our goods will reach the most 
advantageous markets if either are limited to any extent in 
the ways by which they must go. Here is nothing new. 
Whether such laws find their way on the statute book for 
political log-rolling purposes or whether they are enacted 
with pure and patriotic ideas alone in mind, they come up 
against the facts of competition for the carrying trade and 
the current methods of utilizing the carrier which best 
serves the purpose. Whoever must use the less efficient 
carrier is handicapped, and if our merchant marine cannot 
‘. be made both as efficient and as cheap as competing lines we | 
must handicap other industries to aid the merchant marine, 
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On the other hand, the subsidy, if it is used, must cover 
any difference in cost of operation. Tf other than economic 
reasons, such as its functions in war or national pride, make 
us decide to develop a formidable merchant marine, the 
problem should be set clearly before us as to whether the 
extra cost which normal commercial return will not insure 
is to be met as we meet the cost of parks or navies or 
whether we shall handicap other industries to build up this 
one. For in the very nature of our present economic order 
one industry can scarcely be regulated by law to aid another 
industry without greater harm to the one than the good 
which accrues to the other. 

3. Keeping the Dollar at H ome.—There may be good 
sound economic reasons why a man should pay three dol- 
lars to his local store for an article which he can secure 
from a mail-order house for less money; but the mercan- 
tilist theory of keeping the dollar at home is not one of 
them. To read some of these ‘‘keep the dollar at home”’ 
advertisements one might think that when Jones spends a 
dollar with his home-town merchant it stays in his home 
town and, after wandering around doing good, it comes back 

to Jones, the whole hundred cents of it, not only unlessened 
_ in weight and fineness, but shining with the glory of a whole 
series of good works to its credit. Yet if Jones buys a shirt 
it is perfectly evident that the manufacturer of that shirt 
_ gets paid for it whether Jones buys from his local merchant 
or a mail-order house; and it should be equally evident that 
if the shirt really does cost Jones more when bought from 
his local merchant than from the mail-order house, trouble 
and all considered, there should be some good resulting, not 
just to the merchant only, but also to Jones. Unless Jones 
also profits he has not acted intelligently, so far as the eco- 
nomic aspects of the matter are concerned, if he buys from 

the home merchant. 
_ The more intelligent advertising which attempts to in- 
duce citizens to trade with their home merchants, instead 
_ of in neighboring cities or with mail-order houses, presents 
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the economic advantages which accrue to him by so doing, 
the better service, the greater convenience, the rise in prop- 
erty values through the development of business interests, 
etc.; and the more intelligent among the natural patrons of 
any store resent being urged to buy where it will profit 
others rather than themselves because it is a duty to the 
home town. Yet balance-of-trade and keep-the-dollar-at- 
home fetishes will continue to have reverence as long as 
people hold to the old mercantile theory that the wealth of 
a country is more dependent on getting and keeping more 
and more money in the country, or town, than in getting 
and increasing whatever forms of wealth are most valuable 
and in the proportions most needed. 

Summary.—tThe belief that a nation’s wealth and power 
were dependent, so far as wealth was concerned, upon one 
particular form of wealth, coin, rather than upon the right 
proportions of all kinds of wealth, was at the heart of the 
mercantilist theory. The exaltation of foreign trade as a 
way to secure this particular type of wealth was natural in 
a nongold-producing country ; and this balance of trade idea 
still survives even in the United States, though the United 
States as one of the great gold-producing countries nor- 
mally exports gold. 

That foreign trade is one of the ways to wealth, but only 
one of the ways (and in the United States far from the most 
important), and that not only is gold only one form of 
wealth, but’ a very small part of the total wealth of the 
world, these are the facts which must in time overcome 
mercantilist tendencies in the thinking of even the average 
man. If mercantilist theories are to be uprooted, however, 
so that politicians and advertisers and the world marketers 
will neither be led astray by them nor attempt to lead others . 
astray, there must be a general understanding of the eco- 
nomic principles of reciprocity and the law of comparative 
costs. For the first of these shows the impossibility of the 

_ growth in wealth of a nation, or a city, depending on the 
mercantilist principles, and the second shows the funda 
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mental principle which regulates exports and imports in 
proportion as marketing conditions allow economic princi- 
ples to dominate foreign trade. 


-_ PROBLEMS 


1. Why is it the normal tendency of England to import gold and the nor- 
mal tendency of South Africa and Australia to export gold? 

2. How ean the export of gold increase our wealth? . 

3. Under what conditions might the export of goods not paid for in gold 
increase our wealth more than if they had been paid for in gold? 

4. The Constitution of the United States forbids any state to charge 
duties against goods manufactured in another state. Why? 

5. What direct benefits does a man receive from trading with his home 
merchant which he does not receive from trading with a mail-order 
house? What indirect benefits may he receive? 


REVIEW PROBLEMS 


1. State different ways in which a touring car may be used for further 
production and ways in which its use should be regarded as consump- 
tion uses. [Illustrate how consumption uses of a touring car may 
motivate further production and how consumption uses may lessen 

further production. 

2. Name three classes of people to whom part of the money you spend 
for clothes ultimately goes as rent. 

3. Enumerate the ways in which your own private initiative and the 
private initiative of others add to the value of your education. 

4, How does spending your money with your home merchant add to the 
value of town residences? of farms? 

5. So far as the value of his property is concerned, which gains the most 
from supporting home merchants, the doctor or the farmer? 


CHAPTER VI 
THE PHYSIOCRATS 


PuHySIOORATS OF THE HIGHTEENTH CENTURY 
Net Product 
Circulation of Wealth 
The Natural Order and Laissez Faire 
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The Farmer Is the True Producer 
The Middleman Produces Nothing 
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PHYSIOCRATS OF THE EIGHTEENTH CENTURY 


Tr was just as natural that the physiocratic theory should 
develop in France as that the mercantilist theory should 
have reached its most aggressive development in England. 
In England foreign trade was the natural outgrowth both 
of location and the maritime genius of the people, and eco- 
nomic and political theory would naturally exalt the most 
evident distinctive source of the nation’s wealth and power. 
So also in France with her great agricultural resources it 
was inevitable that agriculture should sooner or later be 
exalted as the special source of the nation’s wealth. 

Students of marketing to-day are influenced by this eco- 
nomic determinism which makes a man believe what it is to 
his interest to believe, or as perhaps we might in greater 
fairness say, which makes a man predisposed to believe any 
theory which harmonizes with his interests. If a theory 
seems to explain things in general in such a way as to har- 
monize either an individual’s or a nation’s interests with 
some general outstanding facts, the human tendency is to 
accept the principle and not to take contradictory facts too 
seriously until they become so numerous and insistent that 
they can no longer be ignored. When everyone who knew 

| 62 


THE PHYSIOCRATS 


anything at all about the subject knew that the price of 
wheat was a world price, fixed in Liverpool, it would seem, 
for instance, that the Kansas farmer could not possibly be- 
lieve that the protective tariff was responsible for the 
American farmer getting a good price for his wheat. But 
the great majority of Kansas farmers did believe it. 

Human nature is so constituted that the majority of peo- 
ple are entirely too apt to doubt the sincerity of those who 
advocate principles at variance with their own. No matter 
how clearly one may be convinced that all the evidence 
points to his own conclusion, he may well hesitate, even in 
polities, before believing that those who think otherwise are 
mentally inept or morally warped. Especially in market- 
ing, where so many diverse facts bear upon every point at 
issue, the reformer and the conservative alike need to weigh 
and consider rather than belittle or censure the theories 
not in harmony with their own. For in any event, if one is 
to do business with a man it is an asset to understand him, 
if only as a means to securing his co-operation. 

Students of marketing are often handicapped by theories 
which they have accepted and which they believe so firmly 
that they cannot weigh with open intelligence the problems 
which it is to their interest to solve. In a country like the 
United States or England, where business men are bound 
almost invariably to cherished political and social doctrines, 
it is especially hard for them to see that they are clinging 
to principles long since discarded by those who had weighed 
them without allowing personal interest or preconceptions 
to sway their judgment. That essentially the same old er- 
rors of the mercantilists and physiocrats of the eighteenth 
century, with only slight revamping, are potent factors to- 
day in limiting productive efficiency should warn students 
_ of marketing against letting their economic theories be too 

greatly influenced by current commercial opinion. 
1. Net Product. Only God Creates—In 1756, twenty 
years before Adam Smith published his Wealth of Nations, 
which was ultimately to overthrow both mercantilism and 
the physiocratic theories, Quesnay published the first of the 
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essays which overthrew mercantilism in France and estab- 
lished the physiocratic theories of economics. The central © 
doctrine was the origin of net product, how a country in- — 
creased its wealth. England and commercial interests else- 
where had answered by saying foreign trade; but the 
physiocratic answer was that only the farmer produced 
more than he consumed. Therefore, as net product was the 
amount produced less the amount consumed, the wealth of 
the nation was increased only through agriculture. (Min- 
ing was admitted to the productive group, but the impor- 
tance of mining at that time in France was of course wholly 
overshadowed by that of agriculture.) 

It is a natural human tendency to believe that what seems 
the main thing is the only thing. The physiocrats, however, 
greatly strengthened their position by the fundamental rea- 
son which they assigned for the doctrine that only the 
farmer (and miner) added to the net product, for they said 
that man in himself could create nothing, that only God 
could create, and that the farmer sowed the seed, but God 
gave the increase. They did not realize that the sailor also 
used the powers of nature in the very wind that filled his 
sails and that the heat on the blacksmith’s forge was as 
truly a part of the power of nature as the fertility of the — 
soil. In part they did not see this because their minds were 
centered on the main industry of France and in part be- 
cause in primitive agricultural conditions, where machinery | 
does not bring in so evidently the assistance of so many 
others than the farmer himself, it seems natural to feel that 
the net product is the difference between what the farmer 
raises and what he sows and eats while raising it. 

2. Circulation of Wealth. Three Classes of Society. 
Though denying that the other classes of society added to 
the net product, the physiocrats did not deny that the other 
two groups were useful and necessary. The first class, the 
farmers and miners, were the producing class; but the sec- 
ond class, the proprietary and government class, were — 
‘necessary as a condition for portioning out the land and 

defending it; and though the third class, the merchants and 
f 64 


THE PHYSIOCRATS 


manufacturers, were called the sterile class, because they 
merely changed what had been already produced and there- 
fore, in the opinion of the physiocrats, produced nothing, 
yet they were acknowledged as performing functions neces- 
sary to the producing class. 

In order to increase the wealth of the nation the farmers, 
therefore, had to raise not only enough to support them- 
selves, but enough over and above to support both the other 
classes and still have a surplus. This was not, however, the 
matter that was really stressed, since the physiocrats con- 
cerned themselves not so much with the increase of national 
wealth as with the relation of classes, the distribution of 
wealth, and the proper means of raising revenue for gov- 
ernment purposes. As to this last, it seemed evident to 
them that as the farmers were the only ones who produced 
anything, the taxes must ultimately come from this net 
product of the farmer and should, therefore, in the inter- 
ests of simplicity and economy, be collected directly from 
him. They maintained that as merchants and manufac- 
turers added nothing to the wealth of the nation, they could 
not of themselves pay any taxes, but must get it in turn 
from the real producing class. This theory of taxation 


shows how much further they went in logical application 


of their belief than had the mercantilists, whose theory was 
to tax and otherwise hamper other industries in favor of 
the industry which they regarded as the most truly pro- 
ductive. 

3. The Natural Order and Laissez Faire.-—By putting 
forth the claims of the farmer as the sole producer against 
the mercantilist claims for foreign trade, the physiocrats 


paved the way for Adam Smith’s truer analysis of what 
really constitutes production. The greatest contribution of 
_ the physiocrats, however, was the theory that no class 


should be handicapped in order to benefit another class, 


_ that the function of government was not to direct industry, 


but to provide protection to life and property and let each 
_ industry develop as those who were engaged in it found it 


: profitable. According to this theory, not only should the 
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government of France not interfere with the development — 
of any French industry, but the government of Hngland © 
should not, by protective duties or shipping regulations, 
interfere with French products going into England. 

This doctrine of laissez faire (‘‘let things work’’—that 
is, let things alone to work out for themselves) was a nat- 
ural outgrowth of the commercial interests of France. Not 
only was the government by its multiform regulations 
handicapping industry, but the surplus agricultural prod- 
ucts of France needed a free market. The argument was 
really based, however, on a more or less religious concep- 
tion of the ‘‘natural order of things.’’ It should be the 
function of the government to provide such conditions of — 
protection to life and property that this natural order of 
things could work itself out, and the physiocrats insisted 
that when the government attempted to regulate things they 
were interfering with the natural order. 

The physiocrats thus became the originators not only of 
errors in economic theory which have persisted in one form 
or another to the present day, but of two fundamental ideas 
which have had much to do in guiding right thinking along 
economic lines, (1) that government should not interfere in 
the workings of industry within its own borders, should 
keep its hands off and allow such industries to develop as 
best suit the genius of its people and the country’s re- 
sources, and (2) that free trade between nations is to their 
mutual economic advantage. 


PHYSIOCRATS OF TO-DAY 


The physiocrats of to-day are, of course, not those who 
believe those doctrines common alike to the physiocrats of 
the eighteenth century and to orthodox economists since 
Adam Smith, but rather those who hold physiocratic doc- 
trines of the eighteenth century which have been rejected © 
and disproven by subsequent thinkers, but are sfill clung 
. to by those whose type of mind or whose interests, either 
economic or political, cause them to accept those theories of 
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the physiocrats which economists in general do not accept. 
Just as certain classes are still inclined to be mercantilists 
so certain other classes are inclined to be physiocrats; and 
the business man must understand these and two other 
types of theorists whose theories will not stand straight 
reasoning, for he must do business with all of them. So 
also must the man who wishes to be an influence in estab- 
lishing sound economic principles as the basis of political 
action understand why people with unsound ideas believe 
as they do, for to correct a wrong idea held by another you 
must find something fundamentally right which you both 
believe in common. 

1. The Farmer Is the True Producer—Much editorial 
nonsense and much political hypocrisy are directly respon- 
sible for the conceptions of many that the farmer is either 
the only producer or is more truly a producer than the car- 
_penter or the grocer. Back-to-the-farm crusades since be- 
fore Christ have exalted the dignity and value of the tilling 
of the soil, and one of the natural ways to do this is to be- 
little the functions which those who leave the farms are apt 
to take up. The honest physiocrat of to-day, however, has 
much the same fundamental reason as the physiocrat of the 
eighteenth century to give for his faith that the farmer is 
the true producer. He sees that the farmer gets more out 
of the ground than he puts into it, and he sees that the 
farmer produces something absolutely necessary to the life 
of all other classes. 

- When the economic interest of the physiocrat of to-day is 
involved in exalting the function of the farmer, involved 
either as a means of securing legislation or as an influence 
on price, he thinks and talks very much like the physiocrat 
of one hundred and fifty years ago, except that he seldom 
- admits that if the farmer is the only true producer he should 
pay all the taxes. Before he can see that the farmer is no 
more truly a producer than anyone else who is doing any- 
thing society wants done to such an extent that it is willing 
to pay for having it done, he must be shown what the essen- 
tial nature of production is. For production in economics 
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is simply contributing toward producing something which 
society wants and is willing to pay for, whether it is wheat 
or the grinding of wheat into flour, or the carrying of the 
flour across the continent or the delivering of the flour at 
the kitchen door or taking the risk that it will be paid tor 
by the tenth of the next month. 

Perhaps there is another thing the physiocrat of to-day 
must have impressed on him thoroughly before he gives up 
his idea that the farmer is in some way more truly a pro- 
ducer than the manufacturer and grocer. It is that the 
farmer is just as truly dependent upon other classes as they 
are upon him. In the time of the old physiocrat the farmer 
had a better case as supporting others, but not so vitally in 
need of their support. He might raise his wool and make 
cloth from it, and such machinery as he had did not empha- 
size his dependence upon others. The present-day farmer, 
however, would be helpless even in the matter of food. His 
house, his clothes, his machinery, ultimately his very seed, 
are produced by others; indeed, so much of what he works 
with is produced for him by others that in the economic 
sense the farmer too often has no net product at all. Count- 
ing his labor at its value and depreciation of machinery, he 
often literally puts into the ground more economic goods 
than he gets out of it. 

For the benefit of the farmer himself the sentimental and 
ethical aspects which predispose men to this phase of phys- 
iocratic belief need to be brought into sharp contrast with 
the fundamental principles of our economic order. Society 
as a whole is interested in the farmer, so far as economics 
is concerned, only in so far as the farmer produces some- 
thing which society wants; and the economic measure of 
what the farmer produces is not in bushels, but in what 
society is willing to give him for the pubhets he produces. 
On the other hand, the farmer is just as frankly interested 
in the rest of society only in so far as the rest of society pro- 
duces what he needs. If others were not just as truly pro- 
ducing for him as he is for them, he could not part with 
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what he raises for what he wants but cannot produce at all, 
or cannot produce as advantageously. 

2. The Middleman Produces Nothing.—This attitude is a 
normal development of the physiocratic exaltation of the 
function of the farmer. It is equally characteristic of the 
labor socialist group. Perhaps also it might have arisen 
quite apart from either of these groups by the natural atti- 
tude of the consumer when he is hard pressed to secure 
what he wants; for in his discontent he will normally exalt 
what he himself produces and minimize the value of what 
he buys. In this process of proving to himself that he is 
not getting full value for the price he pays he is apt to pro- 
test against every factor which influences price which is not 
in its nature of the same type as his own contribution to 
society. He is apt, that is, to minimize the Value of any- 
thing which is not essentially the same thing that he pro- 
duces and for which he feels he is being underpaid. 

Keonomic determinism then will normally tend to make 
farmers and laborers and landlords and even manufac- 
turers minimize or deny altogether the importance of the 
service of middlemen. It is to the interest of each class to 
secure the services of every other class at the lowest pos- 
sible price. Moreover, it is natural for anyone to minimize 
the value of those services which have a complexity which 
he does not understand. Yet to deny absolutely the pro- 
ductive character of the middleman’s service, to say that 
the middleman is in any sense less truly a producer than 
the farmer, this means that the man is not thinking straight. 

So far as the physiocrats of to-day are concerned, this 
idea that the middleman produces nothing is just the nat- 
ural outcome of the belief that the farmer is the true pro- 
ducer. For if the farmer is in any sense a truer producer 
‘than any other group in the system by which economic 
goods are produced and distributed, the natural tendency 
is to establish as the antithesis of the farmer, just as the 
_physiocrats of the eighteenth century did, a sterile group, 
a group which really produces nothing. Many of the phys- 
_ iocrats of to-day, however, go further than the eighteenth- 
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century physiocrats who said that middlemen were sterile, 
but were necessary for the welfare of society, for many of 
the present-day group say that the middleman produces 
nothing and should therefore be abolished. . 

Leaving to the chapters on co-operation the discussion of 
the attempts of physiocrats, labor socialists, and others to 
prove by practice this theory as to middlemen, we need, 
nevertheless, to note here that for many the declaration 
that the middleman produces nothing is merely an emo- 
tionalized and overemphatic way of saying that the middle- 
man is not producing enough to justify the price he receives. 
This is, however, an entirely different matter, being essen- 
‘tially a question of fact in any given case, while it is a 
fundamental error in principle to say he is not a producer 
at all or that he is in any sense less truly a producer than 
the farmer or anyone else. It is a notable fact, however, 
treated somewhat fully in the chapters on co-operation, that 
most attempts, whether by government or associations, to 
furnish the service rendered by middlemen, have in the long 
run either cost more than the middleman was charging or 
have rendered inferior service. 

3. The Single-Taxers.—It was entirely logical for the 
physiocrats of the eighteenth century to advocate collecting 
all taxes from the products of the land. If this was the only 
truly productive group it was evident that it was the source 
of all surplus, and unless other classes were to be impover- 
ished to the detriment of the state the taxes must be secured 
ultimately, and why not directly, from the one class which 
produced a surplus. The single-taxer of to-day, however, — 
stresses the productivity of land as location quite as much 
as the productivity of land as fertility. For land as fer- 
tility he may have the same general notion as underlay the 
old physiocratic doctrine, its productivity is of God; but 
for land as location he has the newer socialized point of 
view that the value of land as location is the product of the 
social group as a whole. 

The plea of the single-taxer, whether he wants to tax the 
land only enough to support the government or enough to 
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tax private property in land out of existence, thus goes be- 


yond the old physiocratic doctrine and asks that taxes be 
laid on the land not because the owner or user of the land 
is in any sense a truer producer than anyone else, but be- 
cause the land itself, in view of its use to society, is a source 
of value over and above the productive contribution of 
those who use it. 

Just as many of the original physiocrats accepted the 
doctrine that the farmer was the only true producer, but 
refused to accept the logical issue that all taxes should be 
raised from that source, so many who proclaim the farmer 
as the truest producer, and the middleman as no producer 
at all, want the farmer’s taxes lightened and the middle- 
man’s taxes increased. The single-taxers, however, accept 
the logical consequences of regarding land as the great | 
source of wealth (or the great source of wealth in addition 
to labor) and believe that labor of all types, and the share 


_ of labor in finished products, should be freed from the bur- 


den of taxation, the whole burden of taxation to be borne 
by the land factor. 

Summary.—tThe old physiocratic doctrines survive to-day 
in the tendency to exalt the farmer as being a truer pro- 
ducer than other economic factors. In view of the develop- 
ment of modern economic theories few who are not bound 
closely by personal economic interest can believe this to the 
extent that the old physiocrats did; but sentimental tend- 
encies and political appeals for votes, as well as the irrita- 
tion of the consumer vented on other classes, may interfere 
with straight thinking on the part of more superficial stu- 
dents of those economic theories which have been proven 
unsound. The student of marketing, therefore, needs to 
understand the physiocratic origin of many of the miscon- 


ceptions he will meet, especially the belief that the farmer 


is in any sense a truer producer than the grocer, or that the 
rest of society is more dependent on the farmer than the 
farmer is on the rest of society. 

_ The physiocrats were entirely right in assuming that the 


farmer had a net product if the amount of product he pro- 


ee 


= 1. 
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duced exceeded the amount he consumed, but they consid- 
ered units of product rather than units of value. This led 
them to think that there was only one kind of utility which 
added to the wealth of the world. They saw that added 
wheat was an actual addition to the wealth of the world, 
but they would not acknowledge that changing wheat to 
flour also added to the wealth of the world. In other words, 
they insisted that only new raw material could add to wealth 
and did not recognize that there were four kinds of utility: 
(1) elementary, as wheat; (2) form, as wheat to flour; (3) 
place, as carrying wheat to mill and flour to market; and 
(4) time utility, as keeping wheat and flour till the next 
harvest. This made them insist that only the farmer was 
a true producer and regard as sterile those classes which 
merely changed the form of wheat or wove wool into cloth 
or performed the marketing functions of providing place 
and time utilities. 

The physiocrats of to-day have not such opportunity to 
evade the issue. For over a hundred years it has been well 
established that value is created by the creation of anything 
which has both utility and scarcity. Moreover, since the 
days of the first physiocrats the laboring classes have waged 
a bitter and more or less successful fight for recognition as 
the true producers who should have a greater share of 
wealth; and as these laborers are primarily engaged in pro- 
ducing utilities of form and helping to produce utilities of — 
place and time, the physiocrats of to-day cannot so wholly 
withstand public opinion as to say that the farmers are the 
only producers. It is, however, undeniable that not only 
farmers, but many others, feel that the farmer is in some 
way a truer producer than other classes. 


PROBLEMS 


1. The creamery owner uses the powers of nature just as truly as does 
the farmer from whom he buys milk. Explain. 
_ 2. When does a farmer belong to the sterile class? 
3. What are the disadvantages of the government interfering when a man 
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sells what he produces? With its interfering with where he buys what 
he wants? 

Which of the two things in Problem 3 most clearly interferes with 
your conception of the natural order of things? Which interference is 
in one respect forbidden by the Constitution of the United States? 
The rent from a piece of land with no buildings on it is $400 a year. 
If the taxes are $100 a year, what will the land be worth if money 
is worth 5 per cent? What will the land be worth if taxes are increased 
to $200 a year? 


REVIEW PROBLEMS 


Two gardeners are equally good gardeners, yet one receives without 
any bargaining $1 a day more than the other. Is it possible that he 
produces something that the other does not? 

A laborer has added to the wealth of the community by producing serv- 
ice for which he has received $1000. Does he add anything more to the 
wealth of the community by spending it for consumption goods? Does 
he by saving it in his cellar? By saving it in a bank which pays him 
no interest? 


. Is an investor in conservative bonds an entrepreneur or a capitalist? 
. Name one material and one immaterial import which an American may 


bring back from Switzerland? What creates the value of each? 
Though living expenses are lower in Elgin, Illinois, than in Chicago 
a laborer might prefer to work in Chicago for the same money wages. 
What are some of the indirect wages he might have in mind? 
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THE OVERTHROW OF OLD THEORIES 


By common consent Adam Smith is now recognized as the 
founder of political economy. His Wealth of Nations, pub- 
lished in 1776, a date significant in industrial revolution as 
well as in political revolution, has been a dominant influ- 
ence not only on his immediate successors, but with more 
recent writers. Karl Marx and the capitalists alike appeal 
to Adam Smith for the groundwork of their theories, and 
those who are engaged in restating the fundamental prin- 
ciples of economics to meet the attacks of successive waves 
of criticism still find in the Wealth of Nations the chief 
original statement of the principles upon which they base 
so-called orthodox economics. 

Quite apart from the value of the individual ideas he de- 
veloped, the influence of Adam Smith has been due in large 
measure to his power of seeing things from different angles 
and his unwillingness to let any theory, even one of his own, 
blind him to the necessities of practical life. Unlike con- 

troversial writers, his interest was not in proving himself 
' right and all others wrong, but in finding the right in other | 
theories and supplementing and correcting them. For in- 
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stance, the physiocrats were in direct opposition to the mer- 
cantilists in the matter of free trade, but since they believed 
that trade was sterile they could not give the basic reason 
for free trade, and in giving as the basic reason for free 
trade the greater increase in value which resulted from it 
Smith demolished their whole system of argument. He 
overthrew the physiocratic system not only by pointing out 
their errors, but by adopting and developing their principle 
of free trade. 

1. The Refutation of Mercantilist Principles—At the 
heart of the mercantilist theory was their doctrine that pos- 
session of gold and silver was the measure of a nation’s 
wealth in peace and power in war. In demolishing this 
theory he first established the true function of money in 
times of peace, that it is only one form of wealth among 


other forms of wealth, and that it derives its importance, 
like all other forms of wealth, not in itself, but through its 


uses. As the uses of this particular form of wealth are as 
a means of exchanging other forms of wealth, it is evident 
that the other forms of wealth are the real ends to which 
money is chiefly a means. He showed also that in war a 
nation was dependent upon material goods and that coin 
was only one of the ways by which such material was sup- 
plied to armies in the field. In showing the true function of 


money and that it was only one among many kinds of 


wealth, he not only demolished the mercantilist theory, but 


laid the foundation for a more adequate understanding of a 


sound money system. 
His refutation of the mercantilist theory of protection 


was an extension of the physiocratic doctrine of free trade 
under the policy of laissez faire. Free'trade, he maintained, 
"was a necessary condition to right trade. Only with trade 
free would it find where it could best go. Students of mar- 


keting, moreover, will find in the Wealth of Nations the first 


- great statement of the principle which dominates intelligent 
marketing to-day. We say that a legitimate commercial 


ae 


transaction must involve profit to both parties. Adam 


Smith called attention to the fact that it was not merely 
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the nation which got gold or silver which profited by foreign 
trade, but that both nations profited by the exchange of their. 
commodities. Under the old system England felt that her 
prosperity must be at the expense of France; but under the 
doctrines of the Wealth of Nations she saw that her own 
wealth would grow in proportion as trade with her helped 
other nations to become wealthy. 

2. The Correction and Extension of Physiocratic Princi- 
ples.—We have already seen that he adopted from the physi- 
ocrats their principle of free trade. With the physiocrats, 
however, free trade was regarded as merely a necessary 
condition for the marketing of goods produced either di- 
rectly or indirectly by the real producers, and neither for- 
eign trade nor home trade was regarded as in itself pro- 
ductive. Their real interest was in providing a market for 
the agricultural products of France; and in rejecting the 
mercantilist theory that foreign trade produced all addition 
to wealth of a nation, they went to the other extreme and 
said it produced no addition. On the other hand, Smith 
maintained that foreign trade was in itself advantageous 
and that free trade was a necessary condition to the high- 
est development of foreign trade. | 

But though he adopted and developed the physiocratic 
doctrines of free trade and laissez faire, he destroyed as a 
tenable economic theory the whole physiocratic position be- 
cause it was based upon the theory that the agricultural in- 
terests were the only true producers. In this respect he 
shows why he became the dominating influence in economic 
theory; for, although he was strongly prejudiced in favor — 
of agriculture, he not only insists upon the productive power 
of other labor, but he first established as a fundamental in 
recognized theory the fact that land and labor and capital 
are all factors of production. 


LAYING THE FOUNDATION OF PRESENT-DAY THEORIES 


No one can be wholly uninfluenced by the theories and 
' practices of his time, and the theories of Adam Smith are — 
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not free from errors; but his keen desire to face honestly 
the real questions of his time and to see them sanely, and in 
relation to the general good, would force him, as he dis- 
cussed one problem, to consider matters of theory which 
he had ignored when discussing another. This had its dis- 
advantages, for in pressing home one idea he not only ig- 
nores others at the time, but even sometimes seems to deny 
them; yet in the discussion of one problem or another he 
stated, at least clearly enough for his successors to under- 
stand them, most of the larger principles which are held 
to-day. 

1. Self-interest the Dominating Principle in Economic 
Motivation—The time is ripe for students of applied eco- 
nomics to emphasize once more this principle to which Adam 
Smith first gave prominence, that self-interest is the main- 
spring of our economic order. We do what we do, not for 
the sake of the general good, but for our own personal wel- 
fare. At times we may be motivated by patriotism or altru- 
ism, but the only dependable incentive, year in and year out, 
is self-interest. Moreover, as Adam Smith pointed out, in- 
telligent self-interest in the main leads one man to do what 
is good for others. This does not mean that self-interest 
always consciously strives for the good of others as a way 
to serving self. It does not deny that there are times when 
one group must be protected from the self-interest of 
others; but it does stress the fact that it is self-interest 
which makes one man produce what another wants. 

No one denies that there are other ideals far higher, if 
they would only work. ‘‘From each according to his ability, 
to each according to his needs’’—if this would only work, no 
other ideal would be worth considering.’ Likewise if govern- 
ment were wise enough and honest enough and able to direct 
men what to do for their own and the common good, it might 
even get the willing co-operation of all worthy citizens; but 
Adam Smith points out what each trial teaches anew, that 
governments lack the wisdom and honesty and ability. He 


1 For a comparison of the different motives see Taylor’s Principles of Eco- 


nomics, Chap. 43. 
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shows, moreover, that both as a tendency and as fact the in- 
telligent self-interest of the individual makes him do those 
things which society considers of most importance; and that 
he does them not for the good it does to society, but for the 
good it does himself through society paying him more for 
that type of product than for any other thing he could pro- 
duce. 

2. The Nature of Production and the Nature of Value.— 
Though others had advanced the ideas outlined in Chapter 
I as to what is the nature and origin of value? and what is 
the test as to whether a given person is a producer in the 
economic sense, yet Adam Smith gave them new prominence 
and made them a definite part of economic theory. It is 
true that he denied that the man such as the barber or musi- 
cian, whose labor did not aid in the production of material 
goods, was a producer; but he so vigorously set forth the 
nature of the productive power of labor that this error was 
corrected by his immediate successors. This essential na- 
ture of production took away from mercantilists and physio- — 
crats alike their central doctrine that one class was the true 
producer; and in Adam Smith, even with all his exaltation 
of labor, are all the essentials for disproving the Marxian 
theory that only labor is productive. 

This nature of production and nature of value are closely 
linked up with his theory of self-interest. If anyone is a 
producer who helps bring into existence a thing of value, 
and if the value of that thing is measured by its utility and 
searcity, then each man is moved by his intelligent self- 
interest to contribute to bringing into existence those things 


2 To avoid confusion, and also in the interests of accuracy, it should be 
noted that the explicit theory of value most stressed by Smith was essentially 
the cost of production. The explicit theory of utility and scarcity is a com- 
paratively recent economic doctrine, though utility with reference to our need 
was advanced as a basis of value by Condillac in 1776, the year in which Smith 
published Wealth of Nations. (For statement of Condillac’s theory and the 
conflicting theories of Smith see Gide and Rist, History of Economie Doc- 
trines, pp. 48 and 77 seq.) But though Smith’s theories of value were inade- 
quate and unsound in the light of present-day theory they were adequate as 
a basis for the answer to the vital question, “Who is a true producer?” and 
it is this phase of the question which was essential in overthrowing physio- 
sth and mercantilist principles which restricted real production to limited 
elasses. eee > 
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which are so valued by society that he will reap the largest 
reward for his share in producing them. And though in 
developing his theory he at times seems to assume that each 
man is able to choose his work and is intelligent enough to 
see what will pay him best, he is not unaware that men are 
limited in their choice of work not only by their own lack 
of intelligence and initiative, but by domestic ties and local 
environment. 

3. The Division of Labor.—It is in his development of the 
theory of division of labor that he makes clearest the theme 
that political economy is not to be regarded as in the inter- 
est of one class or in pressing the claims of one class for su- 
periority. He points out that as marketing facilities de- 
velop, not only the community and the nation but the world 
become a vast workshop where the labor of each, however 
widely different in character, contributes to the wealth of 
all. This co-operation is not benevolent or altruistic, but 
motivated strictly by self-interest, each producing that for 
which he can get the best price and each interested in having 
others produce something of value for the general market. 
More éspecially he stresses the fact that the more perfect 
the market is and the less it is hampered by poor transpor- 
tation or by government interference, the more each is able 
to profit by others producing what he himself needs. 

Self-interest is the motivating and regulating principle 
and the division of labor is the means by which men are 
enabled to work to best advantage. As the market in- 
creases and more and more of a given article is made in 
one locality, men are able to specialize on making one thing 
or even on very simple operations connected with the mak- 
ing of one thing. This division of labor makes labor more 
effective because through specializing in just one thing the 
workman (1) acquires greater dexterity, (2) saves time 


formerly wasted in making changes, and (3) tends to im- 
' prove methods and to make inventions. Adam Smith’s 


applications of this principle of division of labor or speciali- 


gation are primarily to manufacturing and to marketing 
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only as affecting the exchange of goods, but the principles 
are equally applicable to the marketing process itself. 

4. The Function of Government and Its Support.—To 
Adam Smith also belongs the credit for marshaling together 
the fundamental reasons why government production was 
in most fields necessarily less efficient than private produc- 
tion. As self-interest is the key to efficiency, he points out 
(1) that the government is primarily a spender rather than 
an earner, and is not skilled in efficient production, (2) that 
the more the government scatters its energies the less 
efficient it is apt to be, and (3) that the agents of the govern- 
ment become negligent and thriftless because they are paid 
out of public funds and their self-interest does not bind 
them directly to efficiency. 

In the Wealth of Nations the proper function of the 
government is clearly limited to those cases where private 
interest is not a sufficient motivation to secure the public 
good. Compulsory elementary education is a legitimate 
function of the state, for instance, because private motiva- 
tion will secure neither an adequate teaching force nor the 
attendance of all the children. So also on the side of inter- 
ference the state is justified in interfering when the self- 
interest of one group, through their greater power, is used 
so to the disadvantage of another group that the interests 
of all are imperiled. In other words, while he wishes to 
protect the economic freedom of the individual as the surest 
way to secure his economic co-operation in effective produc- 
tion, yet where such freedom of one group is a menace to 
others it is the function of the government to interfere, as 
in fixing the legal rate of interest, in requiring state exami- 
nations for entrance into the professions, in regulating 
monopoly, etc. 

His theory of taxation for the support of the government 
was developed around four maxims, the most famous of 
which is that taxation should be in proportion to the ability 
to pay. The theory which has the most direct bearing on 
. marketing, however, was that in advocating a tariff for 
revenue only he insisted that only such imports should be 
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taxed as would be imported in any event and that the 
articles chosen should be few in number and of great 
volume. If this principle were followed, in businesslike 
fashion, the administration of the tariff would not disturb 
trade conditions, and yet by comparatively slight changes 
in duties the revenues could be adjusted to the needs of the 
government. 


HIS ECONOMIC THEORIES TESTED UNDER THE FACTORY SYSTEM 


It is not necessary for an economic law to receive political 
enactment in order to be tested. If it is really a funda- 
mental economic law it will be operative no matter what 
the form of government, whether feudalism, absolutism, 
laissez faire, or socialism. Still the form of government is 
one of the conditions under which goods are produced, and 
the attitude of society toward an economic law is also one 
of the conditions under which that law operates. Self- 
interest will be operative no matter what the form of 
government, but its efficacy will be more evident, and per- 
haps also its shortcomings, when it is given freer scope 
under the doctrine of laissez faire than when government 
and guild and custom regulations are attempting to guide 
economic activity. 

Adam Smith’s theories did not work out perfectly under 
the grinding test of the conditions brought about by the 
industrial revolution. The fact that they gradually dis- 
placed other theories in the minds of students and states- 
men, however, and that subsequent schools of thought have 
made the Wealth of Nations their source of principles, 
indicates the varied applicability of his theories to condi- 

tions from his day to the present. On the other hand, he 
- should be given high credit for having seen the shortcom- 
ings of his own theories so far as their being able to bring 
about perfect conditions; and his willingness to see his own 
theories ignored in practice (as in corn laws, where he 


_ feared free trade might not produce proper results) sets 
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him apart from those theorists who believe that their 
particular theories contain all the truth. 

1. Self-interest of Employers——The fundamental theory 
that each individual will contribute most to the welfare of 
all in proportion as he follows his own intelligent self- 
interest finds even to-day sharp criticism from many of 
those whose sympathies or interests lead them to stress the 
efforts of employers to take advantage of their employees. 
Much more bitter was the criticism in the early days of 
the factory system when twelve and fourteen hours a day 
were demanded, even from little children. During the 
industrial revolution, however, the laborers were no more 
bitter toward the employer for taking advantage of their 
need of work and imposing low wages and hard working 
conditions than the employers had been during the revolu- 
tion of private rights when the scarcity of labor had enabled 
the laborers to dictate wages and working conditions. 

It is not enough to call attention to the fact that economic 
laws show their effectiveness only over long periods of time, 
and that as the factory system developed hours have been 
shortened and working conditions improved primarily 
because it became evident that it was to the interest of the 
employers. More recent developments along profit-sharing 
lines and joint direction of production-by employers and 
employees might, it is true, give ground for a plea as to the 
ultimate efficacy of self-interest. Under the failure of the 
law of individual self-interest working alone, however, 
another law equally binding, the self-interest of the group 
as a whole has become evident. 

The Wealth of Nations proclaimed it as a fundamental 
principle that the government must secure the welfare of 
the individual and the welfare of the nation, and that wher- 
ever the unrestricted application of a principle was harmful - 
to either the individual or the nation a wise administration 
should regard the result to be desired as more important 
than the principle. For instance, the author justified the 
. early use of the navigation laws and did not expect to see 
the corn laws repealed, though they finally were repealed 
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under the growing influence of free-trade principles. It 
was left for his successors, however, to develop from his 
general statements about the interests of the nation as a 
whole the specific doctrine that just as the state was inter- 
ested in compulsory elementary education, so it was inter- 
ested in having the work of its children and women so 
limited as not to interfere with the future welfare of the 
state. 

2. Collective Bargaining.—In the early part of the revo- 
lution in private rights stringent laws were passed against 
even individual bargaining on the part of the laborer. That 
is, they tried to make every laborer take the former cus- 
tomary wages, and not ask for more when some oné wanted 
to hire him. Likewise, in the early part of the industrial 
revolution there were stringent laws against collective 
bargaining, and only in recent years has collective bargain- 
ing been frankly recognized as an integral part of our 
economic mechanism. It is evident, therefore, that the 
principle of self-interest was severely handicapped because 
the self-interest of the employer was allowed full play and 
the self-interest of the employee was not allowed to mani- 
fest itself in its most effective fashion. ; 

That the self-interest of the employee, in no little degree 
spurred on by the employer ruthlessly following his own 
immediate self-interest, fought its way through in spite of 
law and forced the change of law with regard to collective 
bargaining, this is in itself a convincing proof of the effec- 
tiveness of self-interest. Whether this collective power will 
be so ruthlessly used that the state in the interest of the 
consuming public will be forced to regulate the limits of 
collective bargaining in coal mining, transportation, etc., is 
just a question of how far the pendulum of labor interests 
can swing before being checked by other forces. 

3. Territorial Division of Labor.—In the territorial 
division of labor as a justification of free trade and its 
_ source of profit, Smith’s theories were most evidently borne 
_ out by the development of the world trade of England. It 
_ was a mere extension of the commercial principle of buying 
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where you can buy cheapest, since when one country or 
community is able to produce one thing at an advantage 
over other countries or communities the effort to market it 
in increasing quantities will cause it to provide that article 
at a lower price than other communities can afford to which 
produce it at a disadvantage. It supplemented also the new 
theory that it was to the interest of England to have France 
grow wealthy, on the purely selfish ground that the wealth- 
ier France became the better market she would furnish for 
English goods. 

Summary and Comment.—The Wealth of Nations was as 
significant in the history of economic freedom as the Ameri- 
can Declaration of Independence in the history of political 
freedom. It not only set men free from the narrowing 
influence of mercantilism and the physiocrats, but it estab- 
lished the principles upon which subsequent thinking has 
been founded. It is no less notable in that it presented the 
whole subject so broadly that subsequent theories based 
upon one principle must always meet and answer the ad- 
ministrative difficulties involved. Above all, it first estab- 
lished as sound economic doctrine the principles of personal 
liberty and industrial freedom, the great fruits of the 
revolution in private rights, and the most precious heritage 
of the English-speaking peoples. 

The student of marketing and advertising will find in the 
Wealth of Nations a series of studies in marketing re- 
actions® which are all the more valuable for present-day 
reading because they deal with a less complex market. It 
is a tribute to his deep insight into the essential nature of 
things that his observations on the market before the indus- 
trial revolution should remain fundamentally sound not 
only after the industrial revolution and the revolution in 
transportation, but after the complexities and extent of — 
the market have been increased by the revolution in organi- 
zation and the advent of advertising as a marketing force 
of a power and extent of which nothing in his day gave any 
_ indication. 


8 See especially chaps. i and iv in book ut and chaps. ii and iii in book rv. 
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Of course there had been other writers before Adam 
Smith who had advocated the principles which were em-’ 
bodied in the Wealth of Nations. It was through this book, 
however, that the division of labor and specialization were 
vitally linked up with the self-interest of the individual and 
free trade among nations. To its author also belongs the 
credit for firmly establishing the nature of production and 
giving the first fundamental answer to the question, ‘‘Who 
is a producer?’’ And though the principle of laissez faire 
had already been adequately stated, the Wealth of Nations 
first brought together in thoroughly usable form the funda- 
mental reasons why government should not enter those 
fields in which private initiative is successful. 


PROBLEMS 


1. Under what circumstances does the labor employed in drilling oil wells 
result in a direct loss to the country? 

2. Granting that all the labor employed in drilling for oil in a given 
county is a direct loss so far as getting oil is concerned, how may it 

be a gain (1) to the laborer, and (2) to the country at large? 

3. How do both the grocer and his customers profit by each other’s self- 
interest? 

4. A merchant buys a suit of clothes at such a price that he can sell it 
at a normal profit for $40. Is he justified in charging more than $40 
if the price of clothing rises before all such suits in his stock are sold 
and suits of the same quality bought later must be sold for $50? 

5, Suppose the price of clothing falls and his competitors are selling the 
same suits for $30. Is there any difference between the two cases, 
(1) in your opinion, or (2) in the opinion of some merchant or clerk 
with whom you have discussed the question? 

6. What was the especial point of conflict between Adam Smith and the 
physiocrats? 

7. How would Adam Smith’s theories overthrow the contentions of the 
mereantilists as to the reason for a protective tariff on agriculture? 

_ As to the reason for encouraging manufacturing? 


REVIEW PROBLEMS 


1, What two types of self-interest are involved in the fact that every 


community tends to have not only laws, but men who break the laws? 


bic Two boat builders put out identically the same boat, yet one receives 


$200 for all he can turn out and the other has difficulty in getting 
pes 85 


- 


ECONOMICS OF MARKETING AND ADVERTISING | 


$175. Is it possible that the first produces something the other does 
not, though the boats in themselves are identical ? 

3. Cold-storage eggs have less utility than when they were put in storage, 
yet they have greater value. Explain. 

4. How would the fact that through the Chicago Board of Trade you 
could in September buy wheat for $1 for delivery the next March keep 
the farmer from creating a scarcity in September? 

5. More money has been lost in salt wells in a certain state than has been 
made, yet it is profit which makes people sink salt wells. How can both 
these statements be true? 


CHAPTER VIII 
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THE LABOR THEORY OF VALUE 


Iy one form or another the labor theory of value has had 
rather general acceptance, but it is apt to be connected at 
least emotionally with a theory of distribution which only 
those can accept who reject rent, interest, and profit as 
legitimate economic shares. In general the labor theory of 
value holds that the value of economic goods is directly 
proportioned to the amount of labor involved in their pro- 
duction. This does not mean, of course, that the value of 
hand-knit socks and the value of a joint of stove pipe are 
directly proportioned to the hours it takes to knit the socks 
and the minutes it takes the tinner to make the joint of 
pipe. All the labor involved is to be considered, the labor 

of raising the sheep, making the yarn, mining the ore, 
making the sheet metal, etc. Evidently, then, it would be 
impossible to trace back exactly how much labor has been 
involved in even the ordinary things we buy, and for prac- 
tical purposes the practical man might disregard the whole 
theory were it not that this theory has much to do with 
_ psychological reactions which have their effect alike on the 
price of labor and product. 
1. Smith and Ricardo Interpretations—In one place 
Adam Smith says explicitly that labor is the real measure 
of the exchangeable value of all commodities; but in an- 
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other passage he just as unmistakably asserts that the 
original state of things in which the laborer enjoyed the 
whole produce of his own labor could not last beyond the 
first accumulation of capital goods, and in still other pas- 
sages he speaks of interest and profits as necessary parts 
of that cost of production which he says determines the 
value of the thing produced. It is from such quotations as 
the first that the argument is drawn that Smith regarded 
the laborer as the sole producer and the capitalist, land- 
lord, and entrepreneur chiefly or wholly parasites. 

He is, however, essentially in accord with Ricardo, to 
whom the first adequate statement of the labor theory of 
value may be credited. Ricardo stresses the idea that 
although other elements are a part of production, yet the 
comparative total of both present and past labor is so great 
that even though other elements do enter into different 
products in different proportions, yet the comparative value 
of these products will be essentially in proportion to the 
labor, past and present, involved. He stressed the idea 
that capital goods are chiefly congealed labor; that is, that 
all goods are chiefly made up of labor and raw material and 
that when these goods are used it is the labor in them that 
gives them their chief value. On the other hand, both 
Smith and Ricardo recognized both the capitalist and the 
entrepreneur as true producers, and neither believed that 
labor was the only productive factor, nor that it should 
receive as its reward the total value of all goods produced. 

2. Karl Mara Interpretations.—So far as the labor theory 
of value is concerned, Karl Marx first brings it to a com- 
manding position in its application to a thoroughgoing 
theory of distribution. Others before him had declared 
that labor produced all value and that, therefore, labor 
should receive all the value produced. It remained for 
Marx, however, not only to harmonize with the labor theory 
of value the idea of labor creating and measuring all value, 
but to insist that the very methods used by others to get an 
increasing proportion of this value was by apples of 
this same principle. 
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The development of Marxian principles was a natural 
outgrowth of the industrial revolution and the revolution 
in transportation. It is true that before Marx published 
his great work, in 1867, the condition of labor with respect 
to a living wage had been greatly improved over the early 
conditions under the factory system. It is also true, how- 
ever, that the very fight for better conditions had sharpened 
their adherence to the labor theory of value and the claims 
of labor on the distribution of that value. Indeed, one 
great advantage of the Marxian socialist over college gradu- 
_ates and business men when they engage in argument is 
that the socialist really knows the historical process by 
which the laborer was divorced from the tools of production 
and reduced to selling, not his products, but his services. 
The nonsocialist knows so little about the evolution of our 
present economic order that he usually cuts a sorry figure 
when he attempts to argue with a well-informed socialist. 

The whole Marxian theory of exploitation of labor by 
capital rests upon an entirely logical development of the 
labor theory of value as Marz states it: ‘‘Labor is the 
_ creator of all value and the value of whatever is produced 
is measured solely by the labor involved in its production.”’ 
According to Marx, labor is one of the things produced and 
its value is determined in the same way as the value of 

anything else—that is, im accordance with the labor theory 
of value. The capitalist buys labor according to this law 
and sells the products according to this law. How does he 
_ by this process take from labor so large a share of what 
_ labor creates? 
Just as he asserts that the value of all material goods is 
insaeured by the labor involved in their production, Marx 
insists that the value of labor itself is measured by the 
labor involved in its production—that is, by the labor 
necessary to support the laborer while he works. Thus 
according to the labor theory of value it is impossible that 
: the value of the laborer’s work should be determined by 
MN what he produces, for the value of the product is always 
_ measured by the amount of labor involved in its production, 
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not by anything else. If labor itself is to be sold it must 
be sold at its own value. The employer will not pay and 
ought not to be expected to pay more than the labor he buys 
is worth, any more than he should be expected to pay more 
than a house is worth. In fact, it may help many to under- 
stand the position of Marx if they understand that the 
great German socialist was living as an exile in England 
and that he was a thoroughgoing believer in Adam Smith’s 
‘cost of production’’ theory of value. 

If, therefore, the employer ought to pay for labor what it 
costs to produce labor, the vital point in wage determination 
is to find out what this cost of producing labor is. To Marx 
nothing could be more clear than that this was the amount 
necessary to support laborers while they worked and reared 
children who would take their places when they were too 
old to work. With this fundamental idea as a basis, an 
illustration of a laborer on a farm should help us under- 
stand how the capitalist could pay a laborer his true value, 
according to Marx and his labor theory of value, and still 
retain for himself as profit a part of what the laborer 
produced. 

If the laborer has enough to support himself during the 
year he will at the end of the year own what he has pro- 
duced. If it has cost him 300 days’ labor this will be its. 
price, the labor it cost to produce it. On the other hand, if 
the laborer has not enough: to support him while he raises 
his crop he may be forced to sell, not his crop (which will 
not be ready for sale, say, till he has worked 300 days), but 
his labor. And if he sells his labor he will, and should, get 
only what his labor is worth, and this is what it costs to 
produce his labor—i. e., what it costs to support him. If, 
therefore, in a year of 300 days he raises enough to support 
himself two years, it is evident that 150 days’ labor will 
support him for the year, will produce 300 days’ labor. For 
a day’s labor, therefore, he will get not what a day’s labor 
produces, but only half of what a day’s labor produces. 

To those unfamiliar with the logical application of the 
labor theory of value this reasoning may seem to be con- 
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tradictory, but whatever else Marx is he is neither illogical 
nor sentimental in his application of this labor theory of 
value. He is severely logical. Grant him the truth of the 
labor theory of value, as he states it, and there is no logical 
way of denying his conclusions. He says that under our 
present régime, or any other in which there is a wage sys- 
tem, or where labor itself is sold by the laborer, it is 
absolutely impossible that the laborer should receive for 
his labor the full value of what he produces. To make sure 
that the application of the labor theory of value to the 
determination of wages is understood, therefore, let us 


illustrate from another field. 


The capitalist hires a gold miner. What must he pay 
him? What is he worth according to the labor theory of 


value? He must pay him enough to enable the miner to 


live and work at his given task. This may be more when 


- miners are scarce and a miner feels he can demand more 


and must have more just to live, or it may be less when 
miners are plentiful and in the face of starvation the miner 
decides he can live on less than he had formerly regarded 


as necessary. But in either event it is what his labor is 


worth according to the labor theory of value, it is the 
amount necessary to purchase the things he must have to 
live, and the value of these things is in turn determined by 
the amount of labor necessary to produce them. 

Suppose now that the average miner produces 92.88 
grains of gold a day. What is the value of the gold and 


- what ought the capitalist to pay the miner? The labor 


theory of value, if logically applied, Marx insists, will not 
tolerate the idea that what he ought to pay the miner is 


_ based on what the miner produces. Why? Because accord- 
ing to the labor theory of value it is the labor necessary to 


4 produce this day’s labor (that is, support it) which deter- 


mines its value. If in half a day’s work the miner pro- 
duces 46.44 grains of gold, and if this amount of gold will 


purchase the amount of goods necessary to support the 
- miner for one day, then 46.22 grains will be, and ought to 
be and must be, the miner’s daily wage. For under the 
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labor theory of value, which Marx insists the capitalist is 
powerless to overcome, the price of labor is the price of 
what it costs to produce labor. 

As 46.22 grains of gold is $2, the wages of the miner will 
be $2, or the produce of one-half of one day’s labor. On 
the other hand, the 92.88 grains of gold is $4, and since the 
capitalist has bought the day’s labor for 46.22 grains, he 
gets the produce of the day’s labor. In other words, the 
laborer works the first part of the day in producing enough 
to support himself, and the capitalist has as clear gain 
whatever the laborer produces during the rest of the day. 
By the very nature of things, therefore, since a man pro- 
duces more than enough to support himself, and since 
enough to support himself must, under the labor theory of 
value, be his wages, the capitalist must get a surplus because 
he buys labor at the part-day cost of supporting labor and 
sells the product at the value given it by a full day of labor. 

This surplus, Marx says, the capitalist increases by every 
means in his power, such as lengthening the labor day or 
lessening the cost of supporting labor. How then can this 
surplus be given to labor which produces all value and is 
the measure of all value? This result, says Marx, can be 
achieved only by having the laborer own the product he 
produces, for then he will get the full value of this product. 
This leads logically to the taking over of all productive — 
forces out of the hands of capitalists; and since by the very 
nature of modern industry each laborer cannot own in- 
dividually the machinery of production, all productive 
forces, land and capital goods alike, must be taken over by 
the state. 

This taking over of all land and capital goods by the 
state constitutes one of the greatest sources of strength 
of Marxian socialism, since by the logical application of the 
labor theory he makes it logically impossible for any real 
remedy to be found under the present order of private 
ownership of land and capital goods. Only by an overthrow 
of this system and state ownership of productive forces, 
_ Says Marx, can the laborer hope to receive as the reward of — 
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his labor the total value, but as long as he sells his labor he 
will get only the labor cost of supporting life, just enough 
to live on. 

3. Present-day Orthodox Interpretations.—Present-day 
interpretations of the labor theory of value are not so 
different from those really held by Smith and Ricardo, 
though the distinctions have been sharpened by the neces- 
sity of meeting the Marxian attack. The present-day ten- 
dency is to insist that in addition to the labor cost there are 
other factors in the cost of all produced goods; and that, 
therefore, even if the laborer were to get the total value he 
produced he would not get the total value of the product. 
On the other hand, those who hold to the labor theory of 
value hold that in the main the other elements enter in very 
much the same proportion as labor, or at least enough so 
that when compared to the total amount of labor, both past 


and present, it is essentially true that the value of two 


products is essentially in proportion to the amounts of 
labor involved in their production. This then, the italicized 
statement in the preceding sentence, is the present-day 
orthodox statement of the labor theory of value. 

For illustration, how much labor is represented in the 


production of a stove? In our complicated system of co- 


operative production it is not just the laborers in the stove 
factory, but the laborers who produced the machinery and 
raw materials and the machinery and raw materials back of 
the machinery in the stove factory. And back of these are 


the laborers who produced the transportation system and 


transported the machinery and raw materials to the stove 
factory. When, therefore, you attempt to figure out the 
amount of labor involved in the production of anything, 
you have a problem which is so complicated that any result 
is practically meaningless. 

_ Moreover, with every labor process in the whole chain 


___ there have been interest and profit and land factors involved 


in varying proportions. In fact, the continuation of the 


Ri labor theory of value as a part of orthodox economic theory 
is little short of a 1 piece of sentimentalism. Value is de- 


la oa alli ale a el a a 
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pendent on utility and scarcity, and though in the long run 
in manufactured goods where there is free competition the 
tendency is for production to be continued until costs, 
including, of course, normal profit, equal the value of the 
product, yet by the very nature of land all raw materials 
fluctuate widely in the relation of their value to labor cost. 

Let us illustrate from agriculture and mining. Two 
farms with essentially the same machinery and labor pro- 
duce respectively twenty and forty bushels of wheat to the 
acre. Even if you grant that the machinery is all congealed 
labor (which is far from the truth, as both interest and 
profit at different rates are involved at every step from the 
mine to the farm), yet it is evident that the labor involved 
in the value of a bushel of wheat on forty-bushel land can- 
not possibly be more than half that involved in the produc- 
tion of wheat on the twenty-bushel land.* 

The same is true of mining. Two mines with essentially 
the same machinery and labor cost do not either necessarily 
or as a rule produce essentially the same value. The ques- 
tion of differential gain is deferred to a later chapter, but 
mining and agriculture are the great sources of raw mate- 
rials, and it should, therefore, be evident that since lands 
vary widely in fertility, and mines in richness of ore, there 
can be no essential sameness of value in their products in 
proportion to the labor involved. Even in the days before 
the industrial revolution, moreover, the finished product 
was often the result of a different number of buyings and 
sellings, with, therefore, a different number of profits 
involved; and even then this discrepancy of proportion 
arising from raw materials was accentuated by elements 
other than labor in manufacture. Especially do we need 
to note that even the normal profit varies in different types 


1 Escaping from this dilemma by stressing the idea that it is only with the 
marginal product that the labor theory of value is true assumes that there 
are always strictly marginal farms (or acres) and strictly marginal factories. 
It moreover evades the real issue, which is that the battleground in economic 

theory is distribution, especially the distribution of surplus value. If a labor 
' theory of value has no application here, it is at best essentially a meaningless 
platitude. 
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of produced goods, and that the variance of normal profit in 
manufacturing a staple and marketing a perishable is still 
more pronounced. 

When, therefore, anyone starts to base his arguments on 
the labor theory of value, the modern orthodox theory may 
be used to call attention to the fact that at best the theory 
could be true only as a matter of proportion, that there are 
other elements involved. It may also be of some service in 
helping the practical student of our industrial complex 
understand how anyone can believe the Marxian form of the 
theory. In spite of the deference still shown this theory by 
present-day thinkers whose sanity and acumen cannot be 
questioned, however, the logical thing for any man who is 
interested in presenting clearly the facts of our industrial 
process is to deny flatly even the approximate truth of the 
whole theory as applied to modern industrial conditions. 

In the first place, the wide divergence in the labor cost of 
raw materials in mining and farming alone makes the 
theory radically untrue alike for raw materials and manu- 
factured products. In the second place, the proportion of 
profit in different industries with a long chain of operations 
with different risks makes any sweeping generalization of 
this sort such sheer assumption that no one need give it 
deference, much less acceptance. It had the appearance of 
approximate truth in the days before the industrial revo- 
lution, when so large a proportion of all products were 
changed under one producer from raw material to finished 
products under somewhat uniform conditions prescribed by 
government and guild; but under modern industrial condi- 
tions any such even approximately constant proportion 
_ between total labor cost and ultimate product value has long 
since disappeared. 

So far as the psychological reactions are concerned which 
so powerfully affect the attitude of the laborer and the 
attitude of the consumer, any proper study of the price- 

making forces must show that the labor cost of a given 
- eommodity is far from its sole determinant of price, and 
that conversely to distribute the value of the product to 
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the hired laborers would result in wage inequalities in the 
same types of labor that it would be impossible to maintain. © 
If two types of land produce for the same labor twenty and 
forty bushels per acre and the labor theory of value were 
applied, manifestly either the wheat on the forty-bushel 
land would have to sell for half price or laborers on this 
land would have to receive double wages.” 

Various devices have been used to evade the necessity of 
coming out frankly and condemning the whole labor theory 
of value. Most of the illustrations here used, for instance, 
can seemingly be swept aside by insisting that the labor 
theory of value is true of marginal products, of wheat 
raised on no-rent land, of shoes made by manufacturers 
who through competition are the marginal producers, etc. 
Even here, however, the theory is untrue, for there is an 
undeniable and necessary difference in the rate of profit 
necessary to induce men to go into different lines of busi- 
ness, and there is an undeniable and necessary difference in 
the amount of capital goods used in different lines of busi- 
ness. Kven if we evade rent and differential gain, there- 
fore, we cannot evade the fact that the proportion of 
interest cost and profit cost varies radically in different 
industries, and that, therefore, even the cost of the marginal 
products in all industries is not in proportion to the labor 
involved. ea 

4. Qualifications of Labor Theory by Present-day So- 
cialists.—It is not saying anything to the discredit of the 
socialists to say that there are many different varieties. 
The same is true of all political parties which secure wide 
appeal, and with the socialists as with other parties theories 
are modified both according to the predilections of the 
leaders and with the desire to attract adherents. It is 
natural, therefore, that even those socialists who acknowl- 


2 This phase of the problem has of course been met. The suggestion is that 
the superior fertility of the soil is the property of the state and should be 
taken by the state and either used for the benefit of all or redistributed, but 
such a solution is a flat denial that all was the product of labor alone. The 
same reactions would be involved in attempts to give the total product of the 
‘ more efficient factories directly to the laborers in that factory, or to give 
the surplus to laborers in general. 
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edge Marx as the great source of socialist doctrine, as well 
as socialists who reject the Marxian theory of entire revo- 
lution of the present order, should qualify the labor theory 
as presented by the man who first gave it its tremendous 
vitality as a socialist doctrine. 

(a) Qualifications as to Interest—Not the least interest- 
ing illustration of economic determinism (the tendency of 
people to think as their personal welfare dictates) is the 
proportion of socialists in the United States who insist that 
the socialist doctrine, true socialist doctrine, must include 
interest. Some of these, without doubt, have come to this 
conclusion from a frank consideration of the very nature of 
production, from seeing that production involves interest 
as a cost just as truly as labor. As a matter of practical 
politics, however, no party can expect to gain many adher- 
ents who have accumulated property unless some provision 
is made for giving them the benefit of their having saved 
_ Instead of spent all their income, and for promising them 
some reward for future saving when the new system is 
installed. In fact, it might be said that just as the industrial 
revolution prepared the ground for the drastic form of the 
labor theory of value, by making the share of the laborer 
consist of wages only and shutting him off from sharing in 
profits, so the revolution in organization forced an acknowl- 
edgment from socialists that there were other productive 
forces. It did so by reopening the roads to profit for 
laborers through stock ownership in corporations and by 
developing unheard-of rates of interest in savings banks 
and bonds. 

To put it frankly as a matter of practical politics, unless 
provision is made for interest the number of the socialist 
party is limited to those whose advantage is to be served 
by the abolition of interest. If, therefore, the average man 
has any money bringing him in interest, he is just as op- 
posed to a régime which outlaws interest as is the landlord 
to a régime which takes away his income from land. More- 
over, if the laborer expects to save money and put it at 
interest he must have this possible interest protected. 
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(b) Qualifications as to Risk.—This is probably, for — 
practical purposes, the distinction between the socialist and 
nonsocialist. Except for qualifications in the reward which 
should come, in one form or another, to those who follow 
necessary occupations where labor involves physical risk, 
the socialist bars risk from reward. Risks of production 
will at worst be cared for by the government, directly or 
indirectly, in its guidance of the use of productive goods. 
Risk in its present form of profits will therefore be elimi- 
nated from cost, an elimination which would bring the 
labor theory of value one step nearer approximate truth. 

It should be noted here that this impossibility of reward- 
ing personal initiative in assuming responsibility and taking 
risks of production is a very definite factor in keeping out 
of the ranks of the socialist party those who have confidence 
in their ability to succeed through the avenues which will 
bring them their share through profit rather than through 
wages or interest. Yet this is the heart of the socialist 
position, and no matter if it does keep from their ranks the 
ablest and most aggressive of the entrepreneur class, so- 
cialists can scarcely modify their doctrine in this respect. 


SOCIALISM FROM A MARKETING STANDPOINT 


Marketing is concerned with the distribution of the total 
social income into the four economic shares (rent, interest, 
wages, and profits) only in so far as such distribution bears 
on the effectiveness of the marketing process. Marketing 
cannot, however, be studied wholly apart from the manu- _ 
facturing and agricultural phases of the production process, 
for not only does the marketing of all goods involve their — 
quality, quantity, volume, ete., but the proportion of staple 
and special goods is a matter with widespread marketing 
reactions. | 

Co-operative buying, co-operative selling, and co-opera- 
tive credit will be left for consideration in special chapters, 
but the general reactions upon the types of production and 
the reasons for production may well find place here as 
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added reasons why the labor theory of value suffers when 
possible adherents look further into socialism than the 
matter of possible changes in wages. For socialism, of 
course, necessarily involves a great change in the things to 
be produced as well as in the proportion of the total value 
so produced to be awarded to any economic share. Under 
our present system each economic share awarded to in- 
dividuals has been an economic motivation toward produc- 
tion, and the abolition or even radical change in any share 
_ must therefore radically affect such production. 

1. Production for Demand and Production for Social 
Needs.—Much of the development of even the transporta- 
tion aspects of marketing has depended upon the profit 
involved in meeting whatever wants existed, wherever they 
existed in sufficient volume to encourage effort to satisfy 
them. Very evidently manufactured goods have increased 
in variety primarily through the same motivation. How, 
then, would state ownership of productive forces influence 
these two aspects of production? 

Very evidently one essential function of the government 
would be to determine what goods were of sufficient im- 
portance to allow the productive forces of the state to be 
used for producing them. This at once changes the basis 
of production from the present standard of producing 
things which people want, and will pay for, to the socialistic 
standard of producing only those things which the state 
agencies think will satisfy social needs in the order of their 
importance. To many this represents a great advantage. 
It would allow the state to regulate types of clothing, 
types of amusement, the books that were to be printed, the 
amount to be produced of shoes, coal, automobiles, etc.; 
and that there are advantages in control of both volume 
and types can scarcely be well denied. The question is 
whether the advantages exceed or are less than the dis- 
_ advantages; and to this question there can for English- 
‘ speaking peoples be but one answer as long as they believe 
that personal liberty is their most priceless possession and 
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personal initiative the erode source both of wealth an 
of power. 

All of the objections to the undertaking He Hs govern- 
ment of any work which could be efficiently carried on by 
private enterprise—all these objections are directly op- 
posed to state ownership of all productive forces. Every 
cause of government inefficiency operative under the pres- 
ent system—the dishonesty and incompetence of officials, 
their inability to determine what should be produced, their 
hostility to progress, their fondness for red tape, the lack — 
of incentive to do their best—all these would be just as 
operative under socialism as under our present form of 
government. For socialism offers no substantial ground 
of hope that it will change human nature, and self-interest 
must always be reckoned with as the one force which can 
be depended upon to be motivating the actions of human 
beings. 

2. Distribution by Merit and Distribution by Market 
Value.—The labor theory of value has been more or less 
bound to the idea that a day’s work is a day’s work. Many - 
have been the devices tried to make it appear that a day’s 
work for a coal miner should be rewarded the same as a 
day’s work in a more desirable and less arduous oceupa- 
tion. Under the present system a laborer gets what his 
labor brings on the market, what some one else is willing to — 
pay for it. He gets the economic price. Under socialism 
there are two ideas involved; but both appeal strongly to 
the idea that he would get what he deserves, that he would 
be paid not an economic price, but a just price. The pro- 
ducer of material goods would get, not wages, but the 
product, and in all types of service not resulting in material 
products the wages would be a just wage rather than the 
present economic wage. 

We do not have to go to a‘socialistic state to see how the | 
theory of equal wages for a day’s labor without regard to — 
efficiency affects production. Any shop with a uniform ' 
‘ wage in times of labor scarcity illustrates the inevitable 
result, and the a ad of a union which restricts the out- 
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put of each to the capacity of the poorest merely accentu- 
ates the working of the principle. In fact, in order to gain 
the adherence of the more capable laborers our later-day 
socialists have been compelled to evade in one way or 
another the idea that one day’s labor was to be rewarded 
the same as another. The poorer class of workmen may 
accept it, but the idea of superior worth being entitled to 
superior reward is quite as much a market conception as an 
ethical conception, and self-interest will not accept a system 
which makes a day’s labor by a good worker at unpleasant 
work worth no more than a day’s labor by a poor worker at 
easy and pleasant work. 

‘The influence on the individual, however, is not the most 
important bearing on marketing of this theory of distribu- 
tion by merit instead of distribution by market value. The 
public is interested in getting what it wants, not in getting 
what some state commission says it ought to have. If by 
state regulation a man is rewarded according to the time 
he works in making what the state commission thinks the 
public should have, he is rewarded according to the merit 
of his work under whatever standards may be in vogue; but 
if he is allowed to do what some one as a matter of private 
interest will pay him for doing, and if others are allowed 
to compete for this service, he is rewarded according to 
market value. 

In this respect, also, the decision of English-speaking 
‘peoples is dependent upon their attitude toward personal 
liberty and the right to personal initiative. If abuses of 
the present system become so great that in order to remedy 
them they are willing to accept some other system which 
involves giving up these principles, they may do so. If the 
evils of competition should increase till the majority felt 
they were deprived of all the advantage of personal initia- 
tive, and if wages should sink to a level which would make 
personal privation more unbearable than the loss of per- 
‘sonal liberty, some other system might come into existence; 
but as long as these two fundamentals seem of primary 
importance the tendency will be to protect them and to 
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reject any system which would infringe upon them or 
destroy them. 

3. Marketing by State and by Private Agencies—The 
labor theory of value is not necessarily linked up with 
marketing by state agencies, and on the other hand there is 
considerable call for state agencies for marketing under our 
present system. Much depends upon whether the theory 
of state agencies involves the use of the state agency as the 
only method, or at least as the dominant method, or whether 
the state agency is to be regarded as supplementary to 
private initiative or as a corrective of abuses. If it is 
maintained in competition with private enterprise it must 
not fall too far below the efficiency of private enterprise. 
It has, moreover, the advantage of attempting only part of 
the process, usually the part dealing with large volumes or 
immediate turnover, and it thus avoids the complexities 
which are the heart of the difficulties which any falteniceonaa 
system must solve. 

‘ven as supplementing the present system, however, the 
state agency shares the disadvantages which government 
ownership always has in the administration of business 
which depends upon private interest to supply the initiative, 
and upon constant attention to details to secure the economy 
necessary for success. Even as a matter of administrative — 
efficiency in regulating abuses it seems unlikely that the 
state agency will stand the test, as in addition to govern- 
mental inefficiency it offers unusual opportunity for the 
dishonesty of government agents and manipulation by 
private interests. Political expediency may prompt its 
development to a limited extent, but serious competition 
with private enterprise under our present system is. apt to 
be confined to the various forms of co-operation. 

Summary.—lIt is absolutely necessary to understand the 
labor theory of value if you are to understand the attitude 
toward all production, including marketing, of those who 
hold it or have their general attitude influenced by it. For 
_ whoever would deal effectively for production of any type 
must understand theories of life which interfere with effec- — 
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tive production; and these include most notably the mer- 
- eantilist theory, the physiocratic theory, the labor theory of 


value, and the theory to be discussed in the next chapter, 
the fundamental theory which underlies practically all of 
the illegitimate aspects of capitalism. 

The labor theory of value as held by nonsocialists affirms 
that in view of the large amount of past labor as well as 
present labor involved in the production of material goods 
the cost of production of different goods is practically in 
proportion to the cost of all the labor which has gone into 
the making of each article. The theory as held by non- 
socialists, and by many socialists also, does not deny that 
other factors, in addition to labor, are part of the cost of an 
article and help determine its value, but nonsocialists who 
believe in the labor theory of value would say that the 
interest and the profits cost are in about the same propor- 
tion in different articles, and that since the total labor bill 
(past and present) is the big item in cost, it is reasonably 
near the truth to say that the value of two articles is in the 
same ratio as their total labor cost. 

The labor-socialist version of the labor theory of value is 
a direct affirmation that only labor creates value and that 
the value of an article is directly proportioned to the 
number of days of labor, past and present, which it took to 
make it. As a necessary consequence of this theory all 
the value in a finished article should go to the laborers, past 
and present, who made it. Specifically—and the real point 
at issue—the total value of the finished product in excess 
of the cost of raw materials and actual wear and tear on 
machinery should go to the laborer. 

In order to secure this result the labor socialists realize 
that the government must own all capital goods necessary 
for production and lend them without interest to the 


_Jaborer; for they recognize that capitalists will not lend 


without interest and that entrepreneurs will not take the 
risks of production without profit. In the United States, 


‘however, many who exalt the importance of labor and are 


Dr 


_ truly socialistic in their views to the point of desiring to 
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have the government take over the ownership of all capital 
goods necessary to further production recognize the neces- 
sity of interest and want provision made for it under the 
socialist régime. For the other element of cost—that is, 
for profit as pay for risk—even the most liberal socialist 
interpreter of the labor theory of value can find no place. 

Much more attention than is usual should therefore be 
given the labor theory of value, since only by disproving the 
labor-socialist form of it can any real defense of interest 
and profit and rent be made. In this refutation the origin 
of the theory through Adam Smith and Ricardo may be 
useful, but the essential untruth of even their forms of it, 
under present industrial conditions, must be the outcome 
of any thorough and unbiased consideration of the facts. 


PROBLEMS 


1. If grape juice must be kept bottled ten years before it becomes wine 
of a certain type, why is this wine worth more than the grape juice? 

2. Does the value of the grape juice bear the same ratio to the value of 
the wine as the amount of labor in the grape juice does to the amount 
of labor in the wine? 

3. In our present order, when a group of men bore for oil and do not 
get it they bear the loss. Who would in socialism? In communism? 

4. The farmer gets on the average (See Weld, The Marketing of Farm 
Products, p. 177) about 75 per cent of the retail price of dairy butter, 
but only about 50 per cent of the retail price of potatoes. Why? 

5. When the farmer is selling very early spring potatoes he gets more 
than this proportion of the retail price. Why? 


REVIEW PROBLEMS 


1. Detroit is the center of the automobile industry and Grand Rapids the 
center of the furniture industry. Suggest any reasons you can for this 
territorial division of labor. 

2. Under what circumstances could a protective tariff raise the mer 
of wheat in the United States? sth 

3. How could new methods of selecting seed lower the price of corn ia 
yet result in more profit to the farmer? 

4, Mr. Jones gets only $2 a day, though he works harder than Mr. Brown. 
Is this fair? Why does he get less? 
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THE LEGITIMATE ENTREPRENEUR AND THE RESIDUALIST 


Ir is a sad comment on our general intelligence that we 
tend to judge an entire class by the few members of it who 
may happen to impress us by what they have done. Not 
only has the stage been looked down on because of the real 
or fancied corruptness of some of its members, but there 
are many to whom the ministry itself is a subject of sus- 
picion. We may know well enough that it is unfair to hold 
one grocer responsible because another grocer has given us 
short change or short weight, but it is undeniable that if we 
suffer at the hands of one we are apt to have a general 
suspicion of the whole class to which he belongs. As a 
means of understanding the very general attitude of dis- 
trust which so many have toward the whole entrepreneur 


: class, it may therefore be of distinct service in clearing our 


minds if we consider briefly just how the residualist differs 
from the legitimate entrepreneur. 
We may be fairly sure that every class will contain some 


: members who are harmful to the class to which they belong 
and to the public as a whole. A hundred years ago almost 
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all economists agreed that each individual in striving to 
better his own condition was forced by competition to 
serve the interests of others practically to the best of his 
ability. The shoemaker would not dare to use inferior 
leather or inferior workmanship, they argued, or he would 
lose more by losing his trade than he would gain in profits 
on such sales. At present, however, we recognize that 
many laborers do inferior work, many merchants render 
inferior service, and many capitalists charge exorbitant, 
rates of interest, and that by so doing each brings his whole 
class more or less into disrepute. 

In this chapter we are interested in understanding the 
essential characteristics of a specific type of entrepreneurs 
who more than anything else tend to bring into disrepute 
the whole class of entrepreneurs. In a way we could say 
that all entrepreneurs are residualists, that all receive as 
their share the residue or remainder which is left after 
subtracting from the price of the product what it cost them 
to produce it. By a too wide use of the term, however, it 
would lose its meaning, and we therefore need to contrast 
with the residualist the legitimate entrepreneur, for it is 
the legitimate entrepreneur who is to be regarded as ‘‘the 
center and pivot of our present economic order.”’ 

1. The Legitimate Entrepreneur—tIn marketing as well 
as in manufacturing it is the entrepreneur who is the out- 
standing figure. The manufacturer can do nothing without 
skilled labor, neither can he do anything without capital, 
and as land is absolutely essential it is evident that all four 
classes contribute something to the production of the fin- ~ 
ished product, and that, therefore, each will insist on some 
share of the value which the finished product represents. 
It is human nature for the laborer and the landlord and the 
capitalist to try to get as much as possible for the services 
they furnish, and it is in combining the services of these 
three classes that the legitimate entrepreneur i his 
proper function. 

Under normal conditions and in the production of ordi- 


“nary articles, the entrepreneur knows in advance about 
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what interest rates, what labor rates, and what rent he 
must pay. He knows also about what the normal price will 
be for the finished product. His peculiar and absolutely 
necessary function is to take the risk of paying the costs 
of production and selling the finished product for enough to 
cover these costs. 

It is just here that the element enters which has made the 


entrepreneur the most potent factor in the development of 


our manufacturing and marketing efficiency. For if com- 
petition is free any superior reward can come to him only 
as the result of his superior efficiency. There is nothing in 
our present economic order which tends to force the devel- 
opment of efficiency in any manner comparable to this 
striving of entrepreneurs to produce goods and services at 
a cost less than their selling price in order that there may 
be a remainder for the entrepreneur himself, the entre- 
preneur’s profit. 

All entrepreneurs, however, strive for this profit, and if 
we are to mark off some of these as legitimate, we must 
have some distinguishing characteristics. Leaving for later 
chapters, therefore, the more complete discussion of what 
constitutes legitimate production, we need consider here 
only the outstanding characteristics which distinguish the 
legitimate entrepreneur from the residualist. First, then, 
the legitimate entrepreneur depends for his rewards pri- 
marily upon his efficiency in producing with the same land, 
labor, and capital more products or better products than 
can be produced by less efficient producers. This needs to 


be kept well in mind, for, whether or not it seems heartless, 


the fact remains that the regulation of the price of products 


under our present order depends upon competition, and it 


is a necessary cost of the present order that less efficient 
producers should be driven out of the entrepreneur class 
by those who are more efficient and who lower price in 
order to secure a wider market for their products. — 

The second distinctive characteristic of the legitimate 


entrepreneur which we need for our present purposes is 


that he strives to secure his reward not by lowering wages, 
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but by so increasing the efficiency of the process that he has 
more product for sale. In fact, the tendency of the legiti- 
mate entrepreneur in late years has been to increase wages 
as a means to securing higher efficiency. Sometimes this 
increase has been in direct wages, sometimes it has been by 
means of bonuses or profit-sharing; but the essential point 
to keep in mind just here is that the legitimate entrepreneur 
tends to depend primarily upon increasing the total product 
rather than in forcing down the market prices of labor. 
Many modifications may be necessary later, but in the 
main we may say that the characteristic market tendencies 
of legitimate entrepreneurs are: (1) dependence upon their 
own productive efficiency; (2) competition with other effi- 
cient entrepreneurs which so lowers price as to force 
inefficient entrepreneurs out of the market; and (3) a ten- 
dency to increase rather than diminish the rewards of 
labor, not as a matter of sympathy or justice, but as a means 
of securing greater efficiency. It is with these character- 
istics of the legitimate entrepreneur in mind that we see 
most clearly the dominant characteristics of the residualist. 
2. The Residualist—It is a simple problem in arithmetic 
to understand that there are two ways in which the re- 
mainder may be increased, by increasing the minuend or 
decreasing the subtrahend. For the entrepreneur the minu- 
end is the selling price of his product, the subtrahend is the 
cost of production, and the remainder is his profit. Both 
the residualist and the legitimate entrepreneur strive to 
increase the minuend, that is they both strive to increase 
their gross sales; but the legitimate entrepreneur strives to 
increase his gross sales primarily by increasing either the 
volume of his product or its quality, while the distinctive 
characteristic of the residualist is that he strives to increase 
his sales by increasing the selling price per unit of product. 
So also both the residualist and the entrepreneur strive 
to decrease the subtrahend—that is, the total costs for 
labor, material, rent, interest, ete.—but their methods and 
ideals are radically different. The legitimate entrepreneur 
tries to reduce his labor costs, for instance, by increasing 
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the efficiency of his labor, for by so doing he lowers the labor 
cost of each unit of product. On the other hand, the resid- 
ualist tries to lower labor cost by striving to lower wages. 

The legitimate entrepreneur tries to lower material costs 
by avoiding waste and developing lower cost materials 
which can be used without lowering the quality of the 
product. The residualist strives to lower material cost by 
““seamping the job,’’ by using less material or lower grade 
material than he would have to use if he turned out a 
product as good as the buyer thinks he is getting. 

It would scarcely serve our purpose here to make a long 
list of the things to which different types of residualists 
resort. The important thing to keep in mind is that the 
residualist is seeking to secure his profit not primarily by 
developing higher efficiency than his competitors, but by 
reducing the wages of his employees or raising the price 
per unit of his product. And if these two things are kept 
in mind only one caution is necessary to keep the open- 
minded student from going astray in his judgment as to 
whether a merchant or manufacturer is predominantly of 
the residualist type or fundamentally a legitimate entre- 
preneur. This is that in a period of falling wages both 
types may have to lower the wage rate, but even here it 
should be reasonably easy to determine whether the pri- 
mary stress is laid on lowering wages or on so increasing 
the efficiency of the labor employed that the decrease in 
wage rate will be as little as possible. 


THE SLOGANS OF RESIDUALISTS 


The residualist attitude of mind is so ingrained in the 
typical residualist that it comes out clearly in his conversa- 
tion. People make a mistake when they think the average 
residualist is ashamed of the processes he uses, for in 
the main he regards them as legitimate, and except as he 


finds such utterances commercially harmful he is apt to re- 


_ gard what he stands for as not only right, but something 
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which it is part of his duty to preach as essential to sound 
. business. 

In periods of depression, especially, the residualist con- 
fidently proclaims his faith. Wages are too high and must 
come down. Rents are too high and must come down. The 
prices of products are too low, so low that they do not 
cover costs of production. Profits always have been mod- 
erate and now are nonexistent, and the manufacturer and 
merchant are entitled to a net profit in periods of depres- 
sion even when empty stores mean loss to landlords and 
unemployment means that laborers must largely support 
themselves from their savings or suffer seriously if they 
have no savings to tide them over. 

1. We Must Decrease Wages.—Efficiency demands that 
every factor shall be made to contribute to the efficiency of 
the whole process. Hconomy demands that for every dollar 
spent there shall be an adequate contribution to the pro- 
ductive process, whatever the factor is and whatever the 
product is. The legitimate entrepreneur, therefore, is and 
must be interested in seeing that in proportion to its cost 
labor brings him in as great returns as possible. But the 
residualist tendency is to look at actual returns and try to 
reduce wages as a means of securing profit, while the legiti- 
mate entrepreneur tries to increase the efficiency of the 
process, tries to make his workmen more efficient, and is 
constantly on the lookout for opportunity to reward the 
unusually efficient if only as a means of inducing others to 
become more efficient. 

In 1921 two great lumber mills were faced with the 
necessity of having a considerable amount of electrical 
work done. One of them insisted that wages for electrical 
workers were too high, and as many men were out of work 
it offered twenty per cent below the regular scale for such 
workers and secured enough men to have the work done. 
It felt sure it was solving the problem of low cost by low 
wages. Another mill, not with a desire to benefit the men, 
but as a way of getting better work at lower cost, gave their 

_work on a labor and material basis to an electrical engineer 
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who hired the best men he could get at the full wage scale— 
and did the job even with his own' percentage of profit at a 
lower cost than the mill could get it done with cut-rate 
labor. These cases illustrate the principle so far as labor 
is concerned; the residualist tries to lower cost by cutting 
wages, the legitimate entrepreneur by securing greater 
efficiency. 

2. We Must Increase Prices.—In this respect the typical 

residualist is the monopolist, for he depends for extra 
profits upon raising his price as high as he can without los- 
ing more in volume than he gains through added profit per 
unit. Because of the laziness of customers, moreover, as 
well as their lack of intelligence as buyers, it is possible for 
the individual business to raise its prices, and especially 
some of its prices, above what an intelligent customer would 
pay after investigation. The grocer who quotes a low price 
on sugar and more than makes it up on bulk coffee, spices, 
second-grade canned goods sold as first grade, etc., is not the 
only offender. Some manufacturers of automobiles, for in- 
stance, put into their sedans the full value represented by 
the price at which they sell above their touring cars; but 
some manufacturers, knowing that customers expect to pay 
the standard difference in price, ask the full standard price 
for their sedans, but do not put full value into them. So also 
many cars are manufactured at a cost which would allow 
of their being sold for considerably less than the price of 
a better car of another make, and the residualist reaps his 
reward in part because the purchaser believes two cars of 
about the same price will have about the same quality. 

“What the traffic will bear,’’ ‘‘Charge as much as you 
ean and still get away with it’’—these express the attitude 
of the extreme residualist when he is deciding on a price for 
his product whether he is a coal operator, a funeral director, 
or a merchant. But many residualists, in fact probably 
most of them, do not feel they are robbing their customers. 
They just recognize the fact that they are not making 
money as fast as they think they should, and instead of get- 
ting everlastingly busy increasing their efficiency they feel 
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that the proper remedy is to raise prices. The grocer may 
not dare to raise the price of sugar because others are quot- 
ing prices, but he can raise prices on other things and feels 
justified in doing so. 

3. We Are Entitled to Profits—Hspecially in years of 
depression we hear a great deal about merchants being en- 
titled to profits, and during 1920 and 1921 there was a 
widely conducted campaign to persuade the customer to ac- 
cept it as a principle that a merchant is entitled to a fair 
profit. Very naturally these advertisements did not stress 
the fact that efficient service is the only possible basis of 
such a claim. Neither did such advertisements stress the 
fact that the inefficient were not only not entitled to a profit, 
but should be driven out of business. 

This residualistic attitude fails utterly to understand, or 
at least wants the public to fail to understand, the very 
nature of profit under our present order. First of all, our 
present order assumes that prices of products will be fixed 
by competition. This is fundamental and the constant at- 
tempts to fix prices by other methods are violations of the 
very essence of our present order. In the second place, the 
great function of profit in our present order is that it is 
held out as a reward of efficiency for those who will under- 
take to bear the costs of producing these products, for if 
they are efficient enough to produce these products at a 
labor and capital cost below the market price they reap a 
profit as their reward. Profit does not come, and should 
not come, just for taking a risk of producing a thing, but 
for taking the risk and producing efficiently. Merely be- 
cause a man is a manufacturer or a merchant, therefore, 
is no reason for his being entitled to a profit, no matter 
what the residualist may say, for profit properly comes as 
a reward for risk-taking and efficiency combined, not for 
risk- taking alone. 

This in no sense denies that the existence of profit is es- 
sential to the maintenance and motivation of our present 
order. There are some risks of the entrepreneur that he 
can insure against. He can insure against loss by fire, and 
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even against loss by bad debts. By hedging on the market 
he can protect himself against loss from price fluctuation 
where there is an open'market for futures. But there are 
certain inescapable risks against which he cannot take out 
insurance. No one will insure him against failure, and 
because of the risk of failure the business must hold out the 
hope of profit or he will not take the risk of engaging in it. 
It should be evident, therefore, that in proportion as one 
line of business involves more risk than another the normal 
rate of profit in that line of business must be great enough 
to induce men to take the greater risk.’ So, also, if we could 
conceive of a business enterprise with absolutely no risk or 
responsibility there would be no reason why returns would 
need to be greater than mere interest to induce people to 
enter it. Indeed, the very fact that a man says he is entitled 
to profit is in itself evidence that he recognizes he runs a 
risk not only of getting no profit, but of losing his principal. 
The residualist attempt to secure extra profits through 
price fixing by manufacturers’ associations is just an ex- 
tension of this same line of residualist justification of profit. 
It takes two forms. In one case the manufacturers get to- 
gether under the profession, and often under the belief, that 
they are not any of them getting a fair profit, and directly 
or indirectly agree on a price which will give to each of the 
group what is agreed on as a fair profit. Quite apart from 
the fact that many such associations violate or evade the - 
Sherman Act, such price fixing tends to violate the essential 
rights of the consumer. Any agreed-on price which gives 
a fair price to every member of a group gives more than 
this profit to the more efficient members; and too often it is 
to secure these more than normal profits that the more effi- 
ecient members organize and control the association. 
The principle is scarcely different when a manufacturer 
tries to induce retailers to push his goods by giving them 


- more than a normal profit and at the same time trying to 


1 The attempt to fix sharply the line of division between normal profits and 
excess profits, even for purposes of taxation, is open to the objection that 
normal profits differ in different industries, in the same industry in different 
_ periods, and even for different men in the same industry during the same period. 
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force all retailers to maintain the price which gives them 
this greater profit. On the one hand this tends to accentuate 
the residualist’s idea that he is entitled to higher and higher 
profits, and on the other hand it increases a tendency, al- 
ready too pronounced, to recommend goods on the basis of 
profit to the retailer rather than with reference to compara- 
tive service to the consumer. 


THE MENACE OF RESIDUALISM 


All forms of increasing price beyond that which would be 
fixed by free competition in an efficiently organized market 
result in more than merely taking from the consumer more 
than what is just. They deliberately violate the rules of 
the game, and injure not only the consumer, but the whole 
process of production. So also the residualist pressure for 
the reduction of wages does more than merely injure the 
laborer, for it injures the consumer not merely through 
making labor less efficient, but through stultifying the pro- 
ductive efficiency of the residualist himself. At this point 
it seems to be inadvisable to consider in any detail the re- 
actions on productive efficiency which follow either of the 
residualistic tendencies (i.e., wage cutting and price rais- 
ing), but the student will have the main reasons why resid- 
ualism is a menace to the proper working out of our present 
order if he keeps in mind its effect on initiative, its general 
effect on labor, and its effect on the consumer. 

1. Its Effect on Initiative—The manufacturer and mer- 
chant alike enter business in order to make a success. The 
standard of success each desires may be business eminence, 
financial gain, being his own boss, or something else which 
makes him desire to leave the landlord or capitalist or labor 
group and become an entrepreneur. But whatever his mo- 
tive in joining the entrepreneur class, if he takes the resid- 
ualist attitude he ceases to depend primarily upon his effi- 
ciency. Since the publication of Adam Smith’s Wealth of 
Nations in 1776, moreover, it has been almost universally 
recognized among English-speaking peoples that just as 
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liberty is our most priceless political inheritance, so initia- 
tive is our most vital economic asset; and in order to see 
the effect upon the residualist himself it is necessary only 
to see the effect of residualism upon his initiative. 

In the struggle for efficiency it is initiative beyond all 
other qualities which tends to combine energy and intelli- 
gence in seeking out ways to improve the product and the 
process by which it is produced. If, then, the residualist 
trusts to wage cutting and price raising rather than to in- 
creasing the efficiency of the process or the quality of the 
product, he is depending primarily upon something other 
than using his initiative to increase the efficiency of the 
work he is doing. He must, of course, be efficient to a cer- 
tain extent or even his residualist wage cutting and price 
fixing cannot save him; but if, instead of trusting to these, 
he based his hopes of success upon so developing his initia- 
tive that he would lead in the development of his class, he 
would be still more efficient and his success would result in 
benefit to both laborers and consumers instead of being at 
their expense. 

2. Its Effect on Labor.—The effect of residualism on 
labor may well be divided into its effect on the laborer who 
will not rise above the labor group and its effect upon those 
who do or who might rise to the entrepreneur class. Upon 
the first group its psychological effect is especially per- 
nicious. The mere belief that an employer is depending 
for his gains upon wage reduction is a serious handicap to 
labor efficiency in store and factory alike, and is at the bot- 
tom of most labor disturbances. It is true that this belief 
is fostered by agitators and is a favorite theme with those 
_ barred from advancement by their own inefficiency, but it 
is also true that the evident residualists furnish the con- 
erete instances which are the most powerful arguments for 
such men. 

In proportion as the residualist program succeeds and 
wages are actually lowered, it may by lowering the stand- 
ard of living actually lower the efficiency of workmen; but 
even on the side of efficiency the psychological effect is most 
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harmful. So also the man who graduates into the entre- 
preneur class through working for a residualist seldom de- 
velops into a highly productive entrepreneur of the legiti- 
mate type. He has become so accustomed to regard success 
as something that comes by residualist methods that the 
conception of success through serving the best interests of 
workmen and customers tends always to be qualified by his 
training; and even if he adopts the standards of the legiti- 
mate entrepreneur he has received no adequate training for 
success along legitimate lines. 

3. Its Effect on the Consumer.—Unless the residualist 
has a monopoly he cannot seriously rob the consumer. Even 
when grocery stores telephone back and forth the price of 
standard articles every morning, and even if the proprie- 
tors of different stores have a ‘‘gentlemen’s agreement”’ 
on prices, the prices cannot be increased to such an extent 
as many people believe. If prices go much above the nor- 
mal competitive level, some of those in the agreement will 
cut prices to get extra trade or new competition will come 
in. Then, too, in the case of the retailer, there is the ever- 
present threat of the mail-order house and the danger that 
too many will send away for their goods. Even in the case 
of milk a combination price cannot be fixed arbitrarily much 
above what is reasonable, for public opinion finds a way to 
remedy anything which excites general indignation. 

This in no sense denies that there is considerable price 
fixing, and that by residualists acting in combination and 
independently the consumer is forced to pay prices beyond 
what he would have to pay if prices were honestly arrived 
at by legitimate competition. Nevertheless, this money in- 
jury to the consumer is far less than the moral injury which 
results from such practices. When a man sees, or fancies 
he sees, residualistic practices result in raising prices on 
him and his neighbors, he tends to be convinced of the es- 
sential dishonesty of our present marketing system. In so 
far as his nature allows him to retaliate, therefore, not only 
will his dealings with merchants and his political affiliations — 
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be on a lower plane, but in his own work as producer he will 
feel justified in lowering his standards. — 

‘Summary.—tThe primary tendency of the entrepreneur 
is to strive to make his share as great as possible, and espe- 
cially to secure it as soon as possible. Moreover, the very 
nature of his share, the difference between cost and sale, 
makes him tend to strive to keep as low as possible the whole 
series of costs and to increase his sales totals. If he in- 
creases this remainder by an increased efficiency which 
lowers unit cost to him without decreasing wages, his inter- 
ests are not opposed to those of either laborer or consumer ; 
but if he lowers wages and increases selling price he brings 
himself evidently in conflict with two great classes, the 
wage-earning class and the still larger class to which all 
producing groups belong—the consumers. 

This antagonism of interests should be frankly recog- 
nized, though it may be unduly accentuated, especially as 
the effect of the competition for labor by residualists as well 
as legitimate entrepreneurs is the dominant factor in rais- 
ing wages, where they are so raised, beyond the mere cost 
of subsistence. It is, moreover, inherent in the very nature 
of the entrepreneur process that volume should be even 
more important than unit profit; and in proportion as the 
entrepreneur is intelligent and works for the future as well 
as the immediate present, this second principle tends to 
develop high efficiency through competition and thus serve 
the consumer at a lower price than would be possible 
through a less developed system of material production 
and marketing. 

The great menace of residualism, therefore, is the antag- 
onism which it arouses in both laboring and consumer 
classes, and the inefficiency and lower standards, both eco- 
nomic and moral, which result. On the side of mere en- 
trepreneurship the residualist tries to overcome the price- 
making forces which should through competition determine 
_ price of both labor and product, and though within certain 
_ limits he may succeed in so doing, the reader will not grow 
pessimistic if he keeps in mind the following long-time reac- 
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tions which limit the extent to which labor and the consumer 
may be injured by residualistic price influences. (1) Com- 
petition for the best labor, by residualists as well as by 
legitimate entrepreneurs, tends to raise the quality as well 
as the price of all labor. (2) Competition for the market 
tends to cut down the price to the consumer. (3) The resid- 
ualist himself is forced to depend in part for his own re- 
turns upon his own greater efficiency—to depend in part, 
that is, upon the very qualities which are the distinctive 
characteristics of the legitimate entrepreneur. But these 
long-time tendencies should not blind us to the very real 
distinction between the residualist and the legitimate en- 
trepreneur; and this distinction should keep us from judg- 
ing the whole entrepreneur class by the sins of the resid- 
ualist. . 


PROBLEMS 


1. If Nelson and Gray pay thirty cents a pound for tea, how can they 
sell it for forty-five cents and yet make more on every pound sold than 
one of their competitors who pays only twenty-five cents for his forty- 
five-cent tea? 

2. Jones and Brown sell their goods at a gross profit of 30 per cent on 
the sale price and make a yearly profit of 100 per cent on the capital 
invested. Smith and Barnes, in the same business, sell their goods at 
a gross profit of 35 per cent on the sale price and make 20 per cent a 
year on their capital. Which is the one to be patronized by the con- 
sumer? Which is the residualist, if either is? | 

3. A third merchant sells his goods at a gross profit of 40 per cent and 
yet loses money. Does this prove he is not a residualist of the undesir- 
able type? 

4. Why may a man who reduces the salaries of his clerks lose more 
than he gains? 

5. Why may the merchant who raises the price of the goods he sells lose 
more than he gains? 


REVIEW PROBLEMS 


1. Would a protective tariff on wheat, in the United States, through rais- 
ing the price of wheat in the United States, affect the price of wheat 
in England? 
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Under what conditions will a merchant lose through raising the sal- 
aries of his clerks? 

Two grocers pay the same salaries and the same rent and buy and 
gell at the same prices, yet one makes more than the other. Explain 
different ways in which you think this may happen. 


. Why does owning stock in a company he works for tend to make a 


laborer more efficient? 
Why does owning stock in one company tend to make a workman more 
efficient when he works for another? 


CHAPTER X 
SAY’S LAW 


THE DEvELOPMENT oF Say’s Law 
Its Answer to the Mercantilists 
Its Answer to the Outery About Overproduction 
PRESENT-DAY APPLICATIONS OF Say’s Law 
Why Overproduction Cannot Be the Cause of Panics 
Why Economie Wants Control, Rather Than Human Needs 
Why Increasing Foreign Markets Are Not a Necessary Solution of 
Increasing Production 


The Relation of Anticipated and Suspended Demand to Say’s Law 


THE DEVELOPMENT OF SAY’S LAW 


J. B. Say in France and David Ricardo in England were 
the two first great popularizers and systematizers of Adam 
Smith’s doctrines. Say’s Law was merely the development 
of an idea quite familiar to the physiocrats and Adam 
Smith, but it was given immediate prominence both by its 
application to the general theory of markets and by its use 
as a weapon against the mercantilists, on the one hand, and, 
on the other, against those who inveighed against the use 
of machinery on the ground that overproduction threw men 
out of work and caused panics. 

It is somewhat easier to understand Say’s Law if it is 
interpreted in the light of its original application. This 
does not mean that it is especially difficult of interpretation, 
but rather it is usually stated in such general terms that its 
broad applications are not immediately evident. The real 
meaning of the law would be apparent if it were so worded 
as to include the reason Say gave—‘‘The total amount of 
goods produced and sold on the market creates an equal 
amount of demand on the market, and therefore total sup- 
ply and total demand must be equal.’? This would make 
evident what Say meant, but the tendency is to shorten the 
statement of the law into ‘‘Total supply equals total de- 
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mand.’’ This simpler statement carries its full and explicit 
meaning to those who understand the law, but for others it 
is either vague or leads to misinterpretation* and perhaps 
for these reasons it has in recent teaching of economic the- 
ory been given less prominence than it deserves. Properly 
understood, it gives a point of attack upon certain types of 
error common to those who want to remedy economic diffi- 
culties by government action. 

The basis of the law is the fundamental incentive to pro- 
duction under the present economic order. Some of the 
things a man produces are consumed by himself, but pri- 
marily he produces in order to be able, through exchange, 
to demand goods which others have produced. So far as the 
market is concerned this is the only reason he produces, 
and therefore so far as goods actually marketed are con- 
cerned there is no need of making any exceptions to the 
statement of the law, ‘‘Total supply equals total demand.’’ 
For all that all men produce and market is the total supply; 
and on the other hand these goods are supplied to the mar- 
ket only on condition that each producer may demand from 
the market a value equal to the value of what he has sup- 
plied. 

Perhaps a table may make it more clear that ‘‘Total sup- 
ply equals total demand.’’ Suppose that in a community 
shut off from the outside world there is an exchange center 
to which all surplus products are brought. Each person 
will secure from this market goods equal in value to those 
_hebrings. The total amount he supplies, therefore, and the 
total amount he is able to demand from the market will be 

equal. To avoid needless length of the table let us limit the 
number to six groups, using dollars for the unit of value. 
““Total supply equals total demand,”’ therefore, is a mere 
statement of a marketing fact. Men produce for the market 
in order to demand from the market an equal amount of 
goods produced by others. The convincing application of 
_ the principle, however, is not always as simple as the prin- 


1 For instance, Say thinks of supply as meaning supply to and sale on the 
market, not supply of something that does not sell. 
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ciple itself, in part, perhaps, because the complexity of the 
world market makes many shrink from reducing it to the 


simplicity of a bare formula. 


Amount supplied 
y each group 


ONES (TOU es oo aie.e ie s1o'3,0 6 100 
SMMICH PLOW eres erie <ieiecin see's 1,200 
Brown Croup) see. cctsie ose 5 1,050 
ell vrcroupa cole seieibieele 1,700 
BCOtb! COUP SE: sachet dieis aie ioe 950 
Morley otis seis nciere sss v0 000 


Total supplied by all groups. $6,000 


Amount each 
group can demand 


J ONeS. STOUD)..<\-:2..)5 steers $1,100 
Smitheroup... nt. = ees eee 1,200 
Brown |/group/{:t..1es eter iets 1,050 
Kelly ‘croup.dakaeieeeeee 1,700 
Scott ‘group: © |.) mites 950 
Morley growp..:. icveeasteee 000 


Total all groups can demand . $6,000 


1. Its Answer to the Mercantilists—Say felt that this 
fundamental law of the market overthrew the whole mer- 
cantilist position, and that it established free trade as the 
only true basis for international commerce. Total supply 
equals total demand applies to nations as well as to indi- 
viduals, and therefore not only can a nation demand from 
other nations only so much as it supplies to other nations, 
but it must take from other nations enough to pay for the 
goods sent them, must exercise a demand equal to the 
amount supplied. 

He had in this the fundamental idea of reciprocity, not 
in the sense of the term common to American polities, but 
in the sense discussed in the following chapter as the law 
which governs the balance of trade. He used it, too, with 
considerable success, though he did not show conclusively 
why the demand which England, for instance, might create 
by supplying other nations with goods could not be exer- 
cised to an unlimited extent in bringing from those other 
countries more and more gold. As this was the funda- 
mental around which the mercantilists built their theories, 
it might be supposed that his arguments would have had 
less weight than they really did have; but the whole current 
of economic thought was setting strongly toward free trade, 
and each added argument for free trade was an argument 
against the mercantilists, the avowed champions of the pro- 
tective policy. Just setting up before people the essential 
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fact that when a nation brought goods to foreign markets 
the total demand must equal the total amount so supplied 
put the tariff in an unfavorable light as making that na- 
tion’s merchants pay for the privilege of bringing in im- 
ports which they had to take in order to exercise their 
demand on foreign markets. 

2. Its Answer to the Outcry About Overproduction.— 
Much more significant was the application of the law to the 
outcry against the use of machinery on the ground that it 
brought about overproduction. When Say in his early 
twenties visited England in 1789, machinery was widely 
used and the factory system was already beginning to make 
itself felt there, though in France machinery for textiles 
was just being introduced. “In the next twenty-five years, 
however, machinery was rapidly introduced in France, and 
Say himself had had considerable experience as a manufac- 
turer of textiles. Indeed, when Say published his second 
edition, in 1814, the industrial revolution may be regarded 
as an accomplished fact and the conflict between capital 
and labor well under way. 

Labor was opposed to the introduction of machinery on 
the ground that it would throw men out of employment. 
The argument was that labor without machinery had been 
able to supply the markets of the world and that conse- 
quently if machinery multiplied productive efficiency only 
part of the labor could be employed or more would be pro- 
_ duced than the markets could absorb. So general was this 
feeling that machinery must result in unemployment that 
riots in both England and France accompanied the exten- 
sive introduction of machinery. 

_ Even in the first edition, 1803, Say maintained that there 
could be no such thing as general overproduction, since 
everything produced for a marketing need created just as 
much demand as it furnished supply. This is the heart of 
_ Say’s Law, that demand and supply on the market must 
equal each other, since each thing supplied is supplied only 
on condition of securing an equal demand for something 

else. Labor troubles were so marked, however, that at first 
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Say thought the introduction of machinery might be wisely 
limited to sections where the labor supply was insufficient. 
It was not, in fact, until later observation of how the mar- 
ket expanded that he came out resolutely against govern- 
ment interference, not merely because it would infringe on 
the personal liberty and initiative of the entrepreneur, but 
because every article produced for the market under the 
intelligent guidance of the entrepreneur created a demand 
for other things in payment equal to the supply which it 
constituted. The greater the amount produced by machin- 
ery, therefore, the greater demand on the market for other 
things; and these demands for other things would create 
employment for the laborers displaced in a specific industry 
by machinery. 

It should be noted that Say did not pretend that there 
could be no overproduction of a specific article. He clearly 
pointed out that it was possible for an entrepreneur who 
paid insufficient attention to the market to produce more 
than he could sell. He made it no less clear, however, that 
economic production necessarily involved production for 
the market, production of something which some one else 
wanted, and that all such production created a demand 
equal to the thing supplied. 

The specific applications of the principle were thus two- 
fold. First, as to production by machinery creating unem- 
ployment, while there might be temporary unemployment 
in the process of adjustment, yet every laborer, by the mere 
fact of his labor, whether with machinery or not, created 
something or helped to create something which was not 
only a supply for the general market, but at the same time 
was a demand. Therefore, the goods supplied by the use 
of machinery did not make supply exceed demand and limit - 
production because the market was limited. It merely in- 
creased the marketing volume and in this process the goods 
made by machinery in one trade of necessity created an 
equally great demand on the market for goods in other 
' trades. This meant that even if in one industry machinery 


became so large a part of the process that fewer laborers 
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were required, yet the increased volume of trade so created 
would constitute a larger demand for other goods and would 
thus increase employment in other fields. 

The second application has still more importance both 
for the consumer and for marketing in general. The greater 
volume produced by the use of machinery, both because it 
cost less per unit and because of the law of supply and 
demand operating on price, would reduce the price to the 
consumer, and the increased volume would force the exten- 
sion of the market and develop higher marketing efficiency. 
That this would benefit labor by making cheaper the things 
the laborer bought was put forward as a reason why the 
laborer should welcome rather than oppose the new order 
of things; but more attention was given to the general 
thesis that since there can be no such thing as overproduc- 
tion the more machinery helps us to produce the more 
wealth there will be in the world. 


PRESENT-DAY APPLICATIONS OF SAY’S LAW 


Although in its general principle that total demand must 
equal total supply, Say’s Law furnishes the underlying idea 
of the Principle of Reciprocity, yet, as there is an added 
idea to the Principle of Reciprocity, Say’s Law may better 
be restricted in its present-day applications to situations 
which it covers fully in itself. This is all the more advisable 
in general discussions of applied economics because the 
statement of the law is so general that there is a tendency 
to use it almost as loosely as many newspapers use the law 
of supply and demand. 

1. Why Overproduction Cannot Be the Cause of Panics. 
—On this subject Say’s Law has a very direct bearing, for 
popular opinion has leaped to support the unsound eco- 
nomic theories which have given overproduction as the 
cause of panics and commercial depressions. If there is 

anything fundamentally true about Say’s Law, then there 
cannot be anything fundamentally true about the theory 
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that general overproduction causes panics. The two ss 
ories are directly opposed. 

With the passage of the Federal Reserve Raniang law 
the Federal Reserve Board was given powers which will 
enable them to prevent panics. Even now, however, it is 
not as well recognized as it should be that panics were due 
to a temporary paralysis of a defective banking system; 
and many people, and many newspapers, still hold to the 
theory of overproduction as a cause of panics. Curiously 
enough, these same people will admit that a great wheat 
crop benefits everybody, the farmer by volume and every- 
body else by a low price. And this is just what a logical 
application of Say’s Law and the laws of price would predi- 
cate of simultaneous great production in all fields. On the 
one hand as each thing produced creates a demand for some- 
thing else, total supply of all things creates an equally great 
total demand; and on the other hand the more there is pro- 
duced of even a given article the lower the price will tend 
to be and therefore the greater the demand for that article. 
In any event, however, whether the price is lowered or not, 
intelligent production will do its best to guard against pro- 
ducing more of any given product than can be marketed, 
and though in given cases more may be manufactured than 
the market will absorb, there cannot be general overpro- 
duction—there can be no such thing as all producers having 
something they want to trade for something else and yet be 
unable to find anyone who wants anything. There may be 
more shoes than anyone wants, but not more of everything. 
Human wants are never satisfied, and if there is plenty of 
everything, each man who has a surplus of what he pro- 
duces will exchange it through the general market for what 
he desires. 

This attitude toward overproduction as the « cause ar 
panics is perhaps in part a survival of the old hostility of 
the laborers toward increased production, mingled with aie 


.. 2 Even with respect to the periodic depressions which characterize our 
“business cycles,” any analysis is defective which gives overproduction as the 
cause, but this will be taken up in the chapter on “Business Cycles,” _ 
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very natural human assumption that if the market is sup- 
plied under normal production any marked increase will 
result in overproduction. This idea is strengthened by the 
fact that when a panic occurred merchants and manufac- 
turers were left with goods on their hands and no buyers. 
That the sudden shutting off of credit paralyzed all indus- 
tries and was the real cause of panics was recognized by a 
constantly increasing number, with the result that our bank- 
ing system was reorganized; but many still look upon the 
effect, the unsold goods, as the cause of panics. 

There are few better illustrations of the practical useful- 
ness of a few fundamental economic principles as a basis 
for sound business judgment than the application of Say’s 
Law to this theory that panics are caused by overproduc- 
tion. For not only does Say’s Law establish the impossi- 
bility of a panic being caused by overproduction, but the 
discussion of the law brings out clearly the basis of proper 
action by the individual business man. While there can be 
no such thing as general overproduction, since each article 
produced for a market need creates an equal demand for 
other articles, yet in any given field there may be overpro- 
duction, production beyond the needs of the market. The 
keen business man, whether or not he has clearly caught 
the meaning of Say’s Law, will exercise his activity in a 
field where the market needs are most evident. He will not, 
as a matter of business, allow his production to outrun the 
capacity of his sales force. But if he has grasped the funda- 
mental principle behind Say’s Law he gets a vision of the 
limitless development of the market impossible to those who 
have a fear of the bogey of general overproduction. 

2. Why Economic Wants Control, Rather Than Human 
Needs.—In the table in the previous section the Morley 
group brought nothing to the market, and therefore they 
could demand nothing from the market. They might need 
shoes and wheat more than any other group; indeed, the 
_ very fact that they brought nothing to market probably 
- indicates that much, but because they supplied nothing to 
_ others they had no market demand upon others. In respect 
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to the individual, also, Say’s Law is the evident answer to 
the question as to why, under our present order, a man re- 
ceives, not according to his needs, but according to what 
he produces which others will pay for. The total demand 
of the individual upon the market must equal the total which 
he supplies to the market. If he supplies nothing, there- 
fore, he has no demand. , 

The Morleys will always have a great deal of sympathy, 
some of them perhaps not as much as they deserve, and per- 
haps some of them more than they deserve. Taking care 
of even the hopeless among them from the public funds 
may be justified as in the direct economic interest of the 
group as a whole, both as a general insurance against fu- 
ture misfortune of those who are now producers and as a 
protection against the growth of a criminal class. It is also 
justifiable quite apart from the purely economic aspects as 
a part of public ethics and public duty to the unfortunate. 
But we need to keep clearly in mind that wnder our present 
economic order the only way in which anyone has an eco- 
nomic right to share in the general social income is by pro- 
ducing something which others want. 

That a man shall share in the social income only in pro- 
portion as he produces what the public wants needs em- 
phatic restatement in every time of shifting ideals, and 
Say’s Law gives it in permanent form. ‘Total supply 
equals total demand’’ might be well given the form, ‘‘His 
total demand can be no greater and no less than the total 
he supplies which others want and will pay for.’’ Once 
again we may well emphasize the fact that an economic 
want is anything which others are willing and able to pay 
a price for. A quart of whisky is an economic want in 
many places in the United States of much greater weight 
than a barrel of flour. On the other hand, a truly great poem 
might command no power of exchange; it would all depend 
upon whether the producer could find some one who wanted 
it, that is some one who was willing to pay for it. 

In proportion to his ability and desire for other things, 
therefore, each person produces something which he can 
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_ produce to advantage and through supplying it he acquires 
a demand on the market for something of equal value. As 
a stimulus to efficient production there is nothing which can 
take the place of this self-interest working to secure what 
it wants by producing what others want. If need gave a 
man what he wanted, who would produce it for him, and 
why; and who should determine whether he needed it or 
not? On the other hand, an economic want includes two 
things—the desire for the thing and the ability to pay for 
it. If the desire is great enough the man may get to work 
and produce something which some one else wants and so 
get the ability to pay for the thing desired. This is the 
essential motivation of our present order. 

3. Why Increasing Foreign Markets Are Not a Neces- 
sary Solution of Increasing Production.—In part as a con- 
tinuation of the old mercantilist theories, in part as a dis- 
tinctly modern obsession, a surprising number of people 
believe that the greatest function of foreign trade is to fur- 
nish a market for our surplus products, for products which 
would otherwise constitute an overproduction at home. 
There are, of course, distinct benefits in foreign trade even 
on the side of finding markets for things which we produce 
to best advantage, but many of the directors of public senti- 
ment in Germany and England and the United States looked 
upon a constantly increasing foreign trade almost as a 
safety valve absolutely necessary to keep everything from 
blowing up. But even if we grant that as the volume of 
product increases in the United States the marketing sys- 
‘tem must find markets, and that continued development of 
_ marketing efficiency is imperative, yet a foreign market is 
not essential as an outlet, since every addition to supply 
ereates in the very process of marketing an addition to 

demand. | 
Just why anyone should think that sending a plow from 
Moline to Argentine was contributing more to the wealth 
of the United States than if it were sent to Minnesota to 
_ help raise crops there would seem difficult to explain; but 
- many people seem to hold strongly to the theory. Foreign 
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trade is, in fact, with many, a fetish; and to develop trade 
with South America seems to them more laudable than to 
develop the Columbia River basin or redeem the waste farm 
lands of New England. | 

As a basis for the saner understanding of the functions 
of foreign trade, Say’s Law should prove extremely help- 
ful even to those who do little thinking on economic matters. 
The total amount of goods produced in the United States 
for the market is the measure of the total demand of these 
producers upon the market, and it is not at all essential for 
the stabilizing of supply aid demand in a country of the 
commercial complexity of the United States that a con- 
stantly increasing amount of this supply should be sent 
abroad in order to demand from abroad a constantly in- 
creasing amount. Total demand will continue to equal 
total supply even if less and less is sent abroad; and it 
might even prove advantageous if many of the producers 
of America who are so earnestly seeking foreign markets 
were to ponder long upon the tourist slogan, ‘‘See America 
first?’ . 

A more intensive cultivation of the American markets 
_ might somewhat change the proportion of different goods 
produced, for the total foreign trade of the United States 


is insignificant when compared with the amazing totals of. 


domestic trade. In any event, the sane development of 
foreign trade would be Prihored by the general recognition 
that so far as securing markets is concerned the foreign 


markets should be preferred only in so far as they provided © 


higher prices than could be secured in the home markets. 
If this were generally understood, the public would not 
tolerate special pleas for building up foreign commerce by 
making the public pay in order that those in foreign trade 
might prosper. In short, foreign trade is just part of the 
marketing process and should be regarded essentially as 
any other phase of marketing. Foreign markets should be 
developed only as they afford additional opportunities, 
never as a substitute for home markets and never as more 
important than home markets. 
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THE RELATION OF ANTICIPATED AND SUSPENDED DEMAND TO 
SAY’S LAW 


Tn common with all other economic laws, Say’s Law is 
to be regarded as making itself most clearly evident in the 
long run. Neither it nor any other law governs the whole 
situation completely at any specific time. Perhaps in the 
ease of Say’s Law, however, it is doubly important to keep 
this fact in mind, as there are two striking manifestations 
of psychological reactions which at times so affect the actual 
market as to seem to overthrow the whole fundamental 
proposition that total demand and total supply are equal. 
The student needs, therefore, to understand clearly the re- 
lation of anticipated demand and suspended demand to 


actual market demand. 


First, then, what is the nature of suspended demand? 
We know that people produce for the market only to secure 
the power to demand from that market, and that the amount 
of their demand is dependent upon the amount they have 
produced and sold. We know also that between the time of 
selling (securing the demand) and the time of buying (exer- 
cising their demand) some time usually elapses. As a rule, 
however, we can ignore this period which elapses between 


securing and exercising market demand, the time during 


which demand is suspended, for in the normal course of the 
market the average time of suspended demand is about the 


‘same, and previously suspended demand is being exercised 


at about the same rate that newly acquired demand is being 


By suspended. We need, however, to keep clearly in mind that 
if for any reason any considerable volume of demand is 


kept suspended and the amount so suspended is increased, 
it may happen that the exercised demand will not equal 


total supply. For instance, if for every dollar’s worth of 
goods supplied to the market and sold on the market only 


fifty cents of the demand’so secured is exercised upon the 
_ market, it must be evident that total supply does not create 


an equal amount of actual market demand. The total de- 
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mand which equals total supply is suspended demand plus 
actual market demand. 

This is the characteristic reaction which takes place at 
the beginning of a period of depression, and it is this phe- 
nomenon which still makes so many believe that the cause 
of commercial depressions is overproduction. For one rea- 
son or another people who have sold goods suspend so much 
of their demand that demand on the market is less than 
those producing goods had counted on, and until people gen- 
erally begin to exercise their suspended demand there is 
more supplied for the market than the market can absorb. 
It is, however, the suspension of demand, not the increase 
of supply, which is the dominant factor in such situations. 

Contrasted with suspended demand is anticipated de- 
mand. Production is the only source of demand, but this 
production may be what a man has produced in the past, 
what he is producing in the present, or what he will produce 
in the future. If, therefore, at any time any considerable 
number of people secure decided increases in demand by 
buying on time or through bank credit secure the power of 
exercising in the present the demand which their future pro- 
duction will create, we have on the market just the opposite 
effect to that created by unusual suspension of demand. 

Any unusual suspension of demand tends to make market 
demand less than market supply at the old price, and if 
long continued tends to lower price. Any unusual utiliza- 
tion of anticipated demand tends to make market demand 
exceed market supply at the old price, and if long continued 
tends to raise prices. It is, therefore, imperative that stu- 
dents of marketing and manufacturing and political science 
alike should understand the general conditions which tend 
on the one hand to make people suspend their demand so 
markedly as to affect prices, and on the other hand induce 
people to utilize their future production as present demand 
to such an extent as to make actual demand exceed the de- 
mand produced by past and present production. 

Once the general principle is understood the application 

‘is not so very difficult. If the government decides to exer- 
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cise twenty billions of demand which it secures by pledging 
its word that it will repay by taxing future production over 
a period of years, it is fairly evident that this will have an 
effect on prices. So also if we have a national income of 
sixty billion dollars and everyone is so confident of coming 
and continued prosperity that by buying on credit he goes 
from practically a cash basis to having his income spent 
two months in advance, the ten billion of demand so secured 
upon anticipated production must have tremendous mar- 
keting and price reactions. 

These are, of course, extreme cases, but the second is not 
nearly so extreme as many may at first think. In times of 
prosperity not only does the laborer pledge his future pro- 
duction for immediate consumption goods, for durable 
household goods, and for a home to be paid for out of his 
future earnings, but business men secure immense amounts 
of present demand based on future production. On the 
_ other hand, as prices rise to a point which either convinces 
_ many that there will be a price reduction or so arouses 
- their indignation that they refuse to buy more than their 
absolute needs require, such vast quantities of demand will 
be suspended that market demand will not equal market 
supply at the market price. 

What will be the effect upon the market if labor is threat- 
_ ened with wage reductions? During the period of their un- 
certainty there will be a tendency to suspend demand on 
the part of those on a cash basis, and on the part of those 
who tend to draw on their future production for present 
needs a sharp tendency to restrict their use of anticipated 
demand. In the early stages of every commercial depres- 
sion this same general result comes from the uncertainty 

of employment. In round numbers,’ wages represent about 
70 per cent of the total national income, and anything is a 
powerful influence on market conditions which induces 
labor to suspend, so far as possible, its demand or to re- 
 frain, so far as possible, from exercising a demand based 
; is 3 Income in the United States, National Bureau of Economic Research, pp. 
a 142 seq. ae 
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on future production. Throw labor into a state of doubt 
and you not only reduce its productive efficiency, but you 
interfere powerfully in the normal exercise of its market 
demand.* 

As to an actual decrease in the total amount of wages 
paid, the application of Say’s Law will make two things 
evident. First, if the total social income remains the same 
and capital and profits gain as much as wages lose, there is 
no decrease in total demand. The amount of demand for 
common consumption goods may be decreased, but if it is 
there will be a corresponding increase for other types, per- 
haps for luxuries, perhaps for goods for further produc- 
tion. Undesirable social results may also be the outcome 
of such a change in the distribution of the total social in- 
come, but a mere change in distribution does not in itself 
reduce total demand. The amount of demand created 
changes only as total production changes. 

This last statement is the heart of the second point, which 
Say’s Law makes clear. If there is an actual decrease in 
the total amount of wages paid and this decrease is either 
the result of decreased production or the cause of decreased 
production, then total demand is decreased and there is less 
demand as a stimulus to production. On the other hand, if 
a decrease in wages encourages entrepreneurs to employ 
more labor and produce more goods, then total demand on 
the market is increased. eF' 

On the other hand, one of the most powerful factors in 
restoring normal conditions after a period of depression 
comes from the general exercise by both producer and con- 
sumer of anticipated demand (that is, demand secured now 
and to be repaid from future anticipated production). In 
fact, it is as a rule the re-establishment of this anticipated 
demand which restores the equality of demand and supply 
on the market and recreates on the market as an actual fact 

4Similar reactions on the part of entrepreneurs and capitalists in piper 
tion as they are influenced by hope or fear may have even more marked 
results; but just at this point, in relation to Say’s Law, it seems more neces- 
. sary to call attention to the marked reactions, which entrepreneurs too often 


ignore, which follow disturbances in the mind of the laboring class. 
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the equality of demand and supply which Say’s Law states 
tends in the long run to prevail. 

Summary and Comment.—As an expression of a funda- 
mental principle Say’s Law has equal application to indi- 
viduals and to nations; and like most principles in mar- 
keting it has both production and consumption aspects. As 
to production its fundamental applications center around 
the idea that there can be no such thing as general over- 
production. For as everything produced for the market is 
by its very presence on the market a demand for something 
else of equal value, total demand must equal total supply; 
and the essence of general overproduction is that everybody 
has produced so much that markets are overstocked beyond 
the capacity of total demand even if all demand is exercised. 

As to consumption, Say’s Law stresses the fact that the 
effective demand of individuals and nations alike is neces- 
sarily limited by what the would-be demander supplies. In 


‘its insistence on this principle of our present economic or- 


der it forces to the front the problem which we need to face, 
as individuals and as a nation. As individuals, how and 
what can we best produce in order that our total demand 


_ may be as great as possible? As a nation (1) from an eco- 


nomic standpoint, how can we best increase our total pro- 
ductivity with reference to our own markets and the mar- 
kets of the world, and (2) from a political and economic 
standpoint, in so far as inequalities and injustices in dis- 
tribution exist which limit our productive efficiency or lower 


_ our political standards, how can we best remedy these con- 


ditions without imperiling the two great ideals of the Hng- 
lish-speaking peoples, personal liberty and personal initia- 


tive? 


Finally, the relation of suspended and anticipated de- 


mand to Say’s Law most admirably illustrates the very 


nature of all economic laws. Say’s Law is a fundamental 
_ principle, deep in the very nature of our present order, 
_ which constantly tends to establish the actual equality of 
_ demand and supply on the market. Suspended demand may 
_ for a time so lessen demand in comparison with supply at 
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the former price that a lower price is necessary to establish 
equality of demand and supply. Anticipated demand may 
for a time so heighten actual demand above supply at the 
former price that a higher price may be necessary to equal- 
ize demand and supply. Yet the fundamental involved in 
Say’s Law is in the long run an irresistible tendency to 
restore the fundamental condition, and every phase of busi- 
ness must give heed alike to the law itself and to those other 
economic factors which at any given time may seem to over- 
throw the law. 


PROBLEMS 
1. Say’s Law says there can be no general overproduction, though there 
' may be overproduction in one field. Why can there be overproduction 
of lumber in Washington while overproduction of everything in Wash- 
ington is impossible? 

2. “A man who furnishes nothing to the market is entitled to nothing 
from it.’ ‘A nation must take care of its poor.” Reconcile these two 
statements on purely economic grounds. 

3. Marked overproduction in any field generally results from a sudden 
falling off in demand rather than from a sudden increase in supply. 
Why is this a natural result of our present order? 

4. There are great plow works at Moline, Illinois, and it is also the center 
of a rich farming community. What benefits will come to the United 
States if both types of products are consumed in the United States 
instead of being exported? 

5. What advantages come to the United States and what to Michine when 
both of these products are sent abroad? 


REVIEW PROBLEMS 


1. The first car of berries from Fort Smith, Arkansas, brings a higher 
price in Chicago than the first car from Rogers, less than 100 miles 
north. Why? 

2. Polishing an apple increases its price. Can it be said in any way to 
increase its value? What is the price-fixing principle involved? 

3. How can general education, and even education in Latin and Greek, 
add to the wealth of the country? 

4. The wages of laborers add to the wealth of the town whether they 
are saved or spent, but the part that is saved adds most. Comment. 

5. At twenty a man may buy a life-insurance policy and in addition to 
twenty years’ insurance will at forty receive all the money he paid in 
plus three per cent interest. What are the advantages of this method 
of saving? The disadvantages? 


CHAPTER XI 


THE PRINCIPLE OF RECIPROCITY 


A Narion’s Imports Must Equa Its Exports 

Visible and Invisible Imports and Exports 
- Can a Country Be Drained of Its Money 

The Greatest Function of Foreign Trade 
Imports Not Harmful to Home Industry 

A Community’s Imports Must Equat Its Exports 
Campaigns to Keep the Dollar at Home 
Campaigns to Patronize Local Industries 
Campaigns to Secure New Industries 


A NATION’S IMPORTS MUST EQUAL ITS EXPORTS 


Aut trades involve an exchange of values supposedly 
equal in one sense, and yet in another sense involving at 
least a supposed advantage to both parties. The owners of 
two horses will not trade horses unless each feels he is in 


some way profiting by the exchange. This may mean that 


each thinks he is cheating the other, or it may mean that in 
trading a driving horse and a riding horse each gets what 
he wants and each believes that the other as well as he him- 
self has profited by the trade. It is primarily the latter 
type of exchange which legitimate commerce involves; and 


itis especially evident in foreign trade, as the normal tend- 


ency there is for one nation to send to others products of 
which it has an abundance or which it produces to advan- 
tage, and to import chiefly those things which it cannot pro- 
duce at all or must produce less advantageously than it does 


the things it exports. 


The statement that a nation’s imports must equal its ex- 
ports is not, however, merely a statement of the fact that a 
nation in this respect is like an individual and will not give 
its products without being paid for them. It implies that 
its exports must be paid for in imports rather than in 
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money, and that this is true will be taken up later in this 
section. Moreover, it does not imply that the imports of | 
the United States from England must equal its exports to 
England, but that the total imports of the United States 
from all countries must equal the total exports of the United 
States to all countries. 

The following table may help make two things clear. 
The first is that it is the total exports of each country that 
are equal to its total imports. The totals represented in 
the table are not intended to represent either approximate 
or proportionate trade volumes, but merely to show how 
the total exports and total imports of each nation or group 
of nations must be equal. The amounts assumed are mil- 
lions of dollars. 


Canada, 
ex., Total 
S.Am. Engl. U.S. ©.Am. Europe Asia Aus. Exports 
0 10 30 1 20 10 1 72 


So. America sells to... 0 

England sells to...... 20 00 60 10 30 20 10 150 
Ue SP rellsitto mac snes nc 10 70 00 10 30 10 5 135 
Can., Mex., Cent. Amer. 

SOW Moen macy seca 3 10 5 00 10 5 1 34 
Europe sells to....... 35 30 30 7 00 20 10 132 
Asia sells to.....,..... 2 20 7 4 30 00 23 sié5 68 
Australasia sells to... 2 10 3 2 12 3 0 32 

Total imports..... 72 150 135 34 132 68 32 


Manifestly this perfect equality would not be evident at 
the end of every month, so that a nation’s indebtedness to 
all ‘other nations for goods bought would just cancel to a 
penny the indebtedness of other nations to it for goods ex- 
ported to them. At one season of the year the balance of 
trade might be one way and at other seasons of the year 
the other way. Like all other economic laws, the principle 
of reciprocity expresses what takes place in the long run, 
over a considerable enough period of time to allow of fluctu- 
ations from other causes. 

The table also allows us to see how the principle of inter- 
national exchange operates. The United States, for in- 
stance, would not send to South America the 20 millions 
‘which is the balance of trade between them; nor would Eng- 


land send the 10 millions to the United States. Before the 
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war London was the international clearing house, and the 
United States would have sent her claims there—a claim of 
10 millions, as the table shows, against England; a claim 
of 5 millions against Canada, Mexico, and Central America; 
a claim of 3 millions against Asia and 2 millions against 
Australasia; a total claim against other countries of 20 
millions. The claims of Europe and the United States 
against each other just balance, but South America has sent 
to London claims against the United States for a balance 
of 20 millions, and as this claim just cancels the claims of 
the United States against all other nations, no actual gold 
need be shipped by any of the nations concerned. Only 
when the balance of trade remains against a country long 
enough to affect the rate of exchange is any gold actually 
shipped, and not even then unless it is cheaper to ship the 
gold rather than pay the difference in the rate of exchange. 
1. Visible and Invisible Imports and Exports.—One rea- 
son why the old mercantilist idea about a continually favor- 
able balance of trade is able to survive in the United States 
is that the so-called balance of trade does not take into con- 
sideration either all the imports or all the exports. The 
freight paid for goods brought to American ports in for- 
eign-owned ships is just as truly an import as the goods on 
which the freight is paid; but it is invisible to the custom 
‘house, and, if paid in gold or used either as purchase power, 
deposit, or investment, leaves no trace on the exchange 
market. 
Among our invisible exports, perhaps the most important 
are American securities and gold coin. The custom house 
keeps no record of securities sent abroad and regards gold 
coin as money, not as a metal export. It is true that during 
a war and directly after it governments may think it ad- 
visable or necessary to regulate shipments of gold, but nor- 
mally the gold we send abroad is largely gold coin; and as 
we are one of the great gold-producing countries of the 
world we tend to export gold just as naturally as we export 
eotton. This fact also utterly disrupts the mercantilist 
argument for the balance of trade; for if the balance of 
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trade were to be in our favor, and the balance were to come 
to us in gold, we would be not only keeping the gold we pro- 
duce, but getting extra supplies from other countries. The 
mere fact that no such accumulation of gold takes place in 
normal times is unescapable evidence that, whatever the 
balance of trade seems to show, we are really exporting 
gold; and the disastrous effect on world exchange rates of 
the accumulation of gold in the United States during and 
after the late war should be a lesson to those who unduly 
exalt the balance of trade. 

Of the invisible imports chief place may be given to 
freight paid to foreign carriers, the service of foreign capi- 
tal, either sent here for investment or left here for invest- 
ment, foreign securities, and foreign travel. The volume 
of these invisible imports is not as easily determined as the 
value of material goods, and in any event the principle of 
reciprocity does not assert that there is an exact equality 
of imports and exports at a given moment. Temporary in- 
equality very naturally arises through suspended or antici- 
pated demand on the part of individuals in different na- 
tions, or through the concert of banking houses to whom 
they intrust their claims. In short, we have essentially a 
case of Say’s Law operating between nations, and total ex- 
ports, being the amount supplied, must create an equally 
great total demand, which must in the long run be satisfied — 
by an equal amount of imports. In the long run, therefore, 
the total imports of a nation must equal its total exports, 
for, unless they are paid for, either by goods or by money, 
no country is going to send goods abroad. 

2. Can a Country Be Drained of Its Money?—In times of 
war or even in unusual trade conditions it may be advisable 
for a nation to protect its supply of gold by explicit govern- 
ment interference. Under normal trade conditions, how- 
ever, any tendency to export undue quantities of gold sets 
up explicit trade reactions which themselves counteract 
such tendencies without any need for government interfer- 
* ence. The following discussion is limited to normal trade 
conditions, free from evident government interference. It 
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is the marketing reactions we are to consider and the rate 
of exchange will be assumed as normal, based on the rela- 
tive amount of gold in the dollar and the pound sterling. 

It must also be understood, in this connection, that all 
great gold-producing countries tend to export gold, either 
as raw material or as manufactured products, just as in- 
evitably as they do any other supply. Whether in the arts 
or as money, gold tends to go wherever there is the greatest 
demand for it, and a nongold-producing country such as 
Germany must export something it does produce in order 
to get the gold for both her monetary system and the arts. 

How impossible it is under normal conditions for a coun- 
try to be seriously drained of its gold should be evident 
merely from the fact that banks are required to keep as 
reserves sufficient gold to stabilize their credit. Methods 
by which this is enforced vary, but the gold reserve is an 
essential fact in all great commercial countries. Then, too, 
the gold coin available for exportation is essentially limited 
to the extra gold on hand in the great banks in centers of 
foreign trade—that is, the amount they have on hand in 
excess of the required reserves. 

The first reaction which keeps gold from being sent 
abroad in too great quantities is one that takes place before 
any gold is sent. This reaction is brought about through 
the change of price in bills of exchange. When Americans 
are exporting less than they are importing, there is a bal- 
ance of trade against us and we must pay with bills of ex- 
change or gold. These bills of exchange are bought and 
sold on the New York and London markets just like any 
other commodity. It is, therefore, evident that if we are 
exporting less than we are importing the bills in our favor 
will be scarcer than bills against us; and this will raise the 
price of bills in our favor. People who must meet bills of 
exchange due in London will rather pay a premium for a 
bill of exchange on London than ship the gold themselves, 
provided that the extra cost of the bill of exchange is less 
than the cost of shipping the gold. 

They must either buy this bill of exchange on the open 
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market or from houses which make it a business to ship 
gold. As these latter can ship the gold in normal times and 
sell exchange on London for $4.895, this is called the upper 
gold point, the point at which it will pay houses which make 
a business of shipping gold to send actual gold to London 
to get the right to draw bills of exchange. As any such 
house can make a normal profit by shipping gold and selling 
bills of exchange at $4.895, the competition of these houses 
keeps exchange from rising above that point. Before it will 
pay to ship gold, however, exchange must rise from $4.866, 
which is what the gold in a pound sterling is equal to in 
American coin, to $4.87, $4.88, $4.89, and finally to $4.895. 
Yet every rise in price of bills of exchange sets up trade 
reactions which tend to keep the price of exchange from 
rising so high as to cause the export of gold. 

Any marked rise in the price of exchange tends to m- 
crease exports and at the same time to decrease imports. 
When exchange is worth $4.89, for instance, an American 
who sells goods to England, or any country whose bills are 
settled at par through London, gets $4.89 for every $4.865 
worth of goods he sells, since he gets bills of exchange on 
London at par and sells them in New York at $4.89. On the 
other hand, if he buys from England he must pay $4.89 for 
a bill of exchange to pay for every $4.865 he owes in Lon- 
don. This means that for every dollar’s worth he exports 
he gets about a half cent more than a dollar, while for every 
dollar’s worth he imports he pays a half a cent more than a 
dollar. This rise in the rate of exchange therefore makes 
exporting more profitable and importing less profitable. 
This difference in profit, moreover, is a real influence, as 
a change of even an eighth of one per cent in the market 
prices in normal times may make marked differences in 
buying and selling, not only of stocks, but of great staples 
such as corn and wheat. This mere change in the rate of 
exchange, therefore, tends to restore the equality of im- 
ports and exports before any gold has been exported, for, 
‘as our exports increase, bills of exchange in our favor be- 
come more plentiful and the price of exchange is kept from 
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going so high that gold will be exported rather than pay it. 


The second reaction which tends to keep gold from being 
exported in too great quantities sets in when gold is ac- 
tually shipped in sufficient quantities to make its searcity 
felt in the great banks in our centers of foreign trade. 
These banks must have a certain percentage of money in 
reserve for all loans, and when they give up any consider- 
able amount of gold for shipment abroad they must, there- 
fore, limit the amount of their loans. This they do by 
raising the rate of interest, and this rise in the rate of in- 
terest operates in two ways to check the flow of gold. (1) 
Foreign claimants who want their money for investment 
purposes will tend to leave it where the rate of interest is 
high. (2) Foreign investors would gain a double profit if 
instead of investing $4,865 in London at four per cent they 
could exchange it for, say, $4,890 in New York and invest 
it there at six per cent. 

Should the tendency of our imports to exceed our exports 
still continue in spite of these checks, the continued export 
of gold would force the banks to restrict their loans and 
raise the rates of interest to such an extent that those who 
could not borrow would be forced to sell and be restricted 
from buying goods abroad. This would throw on the mar- 
ket, first, great quantities of standard investment stocks 
and such staples as corn and wheat, and, later, goods of all 


_ descriptions; and these great reductions in price would 


offer such great inducements to foreign investors and buy- 
ers that our exports would once more be brought up even 
with our imports. With the new Federal Reserve banking 
system there is little apprehension of difficulties with our 
gold reserve, but the commercial reactions by which it 
would normally be maintained are of marked importance 
in marketing theory and in marketing practice. Its impor- 
tance in theory depends largely upon the fact that there 
can be no intelligent development of our foreign trade with- 


out a frank recognition that for every dollar’s worth of 


4 


goods we export we must import an equal amount—that 


_ our exports must be paid for by imports. In marketing 
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practice both in the borrowing of money and in buying and 
selling transactions with foreign countries considerable ad- 
vantages may be secured by taking advantage of fluctua- 
tions in exchange even when these fluctuations are wholly 
between the upper and lower gold points. 
3. The Greatest Function of Foreign Trade.—Though 
Adam Smith said that one great reason for free trade was 
to allow the development of the territorial division of labor, 
and though Say further developed the idea that goods ex- 
ported must be paid for by goods imported, it remained for 
John Stuart Mill, whose Principles of Political Economy 
was first published in 1747, the year after the complete tri- 
umph of free trade in the repeal of the corn laws, to declare 
that the great advantage of foreign trade was in imports, 
not in exports. This is, however, a fundamental highly im- 
portant to keep in mind at all times, and especially at times 
when a wild desire to secure foreign markets for our own 
products seems to dominate the political opinions of many 
whose unselfishness and uprightness cannot be questioned. 
For the individual exporter to regard securing a foreign 
market as highly important is entirely natural. For him 
the sale of his goods is of course the important thing. So 
also in the importer’s business the development of a mar- 
ket for imports is the great thing. The fundamental eco- 
nomic interests of the nation, however, are most vitally con- 
cerned with securing from other nations things which it 
could not produce at all or only at a disadvantage. That in 
the process of paying for these goods necessary to its wel- 
fare and unobtainable within its own borders it secures 
additional advantages, this ought to blind no one to the fact 
that the most important advantage is in being able to secure 
imports, not in being able to send part of its produced 
wealth out of the country even for advantageous exchange. 
This all goes back to the fundamental advantage of co- 
operation, and the very nature of motivation by self-interest 
—we all produce whatever we do in order to get from 
' others what we cannot produce for ourselves, and the great 
advantage to us is what we get, not what we produce. 
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4. Imports Not Harmful to Home Industry—Most stu- 
dents of marketing conditions also recognize that one of the 
greatest advantages we secure from our imports is their 
stimulation of home industry. This means not only that 
those imports which we cannot ourselves produce are an 
advantage, but that imports marketed in competition with 
goods we ourselves do produce have distinct advantages in 
stimulating home industry. Where would the dressmaking 
industry of New York be without the stimulation of Paris? 
How would our cutlery be developed if freed wholly from 
foreign competition? Even in those fields where we have 
such a pre-eminence that foreign goods can scarcely com- 
pete at all with our products the possibility of foreign com- 
petition stimulates just as truly as home competition. 

This does not deny that under certain conditions imports 
may force home industries out of business, matters which 
will be taken up in the chapters on ‘‘The Tariff’’ and the 
“‘Law of Comparative Costs,’’ but it is highly important to 
recognize the beneficial effect of imports even on home in- 
dustries with which they are directly in competition. Of 
course, imports essential to home industries, raw materials, 
and manufactured products alike, have evident benefits on 
direct production; and the fact that we can get rubber from 
foreign countries is alone more vital to our welfare than 
the total of our foreign sales of all manufactured products 
if considered merely as an extra market. 


A COMMUNITY’S IMPORTS MUST EQUAL ITS EXPORTS 


The wealth of a community, just as the wealth of an indi- 
vidual, increases yearly by just that amount of its total in- 
~eome which is not consumed. At the end of the year its 

unconsumed income will be in part represented by goods 
produced in the community itself and in part by goods pro- 
duced in other communities which have been ‘‘imported”’ 
just as truly as if from a foreign country and paid for by 
the community’s ‘‘exports.’’ Evidently in this case as well 
as in the case of a nation the total exports must be in one 
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way or another paid for in imports. It is true that money 
is not kept in the community by changes in the rate of ex- 
change or the other reactions which keep a nation’s gold 
from material changes in volume; but it is also true that 
commercial reactions at home tend to keep the town from 
being drained of its money. 

Money is just one form of wealth, and those who part 
with it do so in order to gain possession of another form of 
wealth which for some reason appears more desirable. In 
a frontier town money may be very scarce even though a 
considerable body of products is shipped from it. This 
may be because there is little money work to be done in the 
town, most of the local trading even being done on long- 
time credit with bills paid only once or twice a year; or it 
may be that the producers want things produced elsewhere 
in such volume that they are sending out for them, either 
directly or through their stores, as fast as they can get the 
money to pay for them. 

In a growing town, especially as its rapid growth carries 
it into city size, there may be such a demand for machinery 
and outside products that the surplus of the community 
cannot buy them and money is borrowed from other com- 
munities through stocks and bonds on home industries. 
Here the town exports its credit or its ownership of home 
industries, and imports, through use of the money so 
secured, the materials needed for development. Only one 
seeming modification is needed to avoid error of under- 
standing in the sweeping use of the principle of reciprocity 
as applied to communities. The imports of a community 
must equal its exports, but if in its growth it induces out- 
siders to come there to live and bring their wealth, it gains 
wealth from the outside without exporting wealth produced 
at home. This principle of growth, however, is not really 
a matter of imports and exports and does not affect the 
literal truth of the principle of reciprocity. 

1. Campaigns to Keep the Dollar at Home.—A commu- 
» nity has much less excuse than a nation for trying to limit 
the territorial division of labor. If a nation be great terri- 
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torially it may hope to develop high efficiency in almost all 
industries not barred by climatic conditions. In a commu- 


nity, however, and especially in a small community, one of 


the fundamental requirements of efficiency is that a suffi- 
cient number shall be engaged in each industry, and this 
necessitates complete dependence on other communities for 


all but a few of the things needed both for production and 


for consumption. This means, of course, that it sells its 
products and buys from outside, and the only question is as 
to who shall send the dollar outside, the merchant or the 
man who has the dollar to spend. 

This question has gained in social importance because 
there is still much unwise expenditure of money in adver- 
tising which represents ‘‘keeping the dollar at home’’ as a 


“matter of sentiment rather than as a matter of business or 


as producing benefits which it does not produce. In large 
measure because customers learned to ridicule the idea that 
the dollar spent with the clothier was spent once more with 
the butcher and so on, this illegitimate type of advertising 
is giving place to more legitimate forms. Everyone who 
stops to think about it knows that if the dollar is spent with 
the clothier the major part of it must be sent away from 
home to replenish stock, or rather has already been sent 
away by the clothier in payment of the goods he sells his 
customer. ‘‘Keep the dollar at home’’ campaigns are 
therefore being based more and more on the actual advan- 


tages which accrue to the buyer, such as convenience, de- 


pendability, comparative values, and the influence which 


_ building up the stores has on the growth of the community 


and property values. 
It should be especially noted that there is a point at which 


- the intelligent self-interest of the individual and the inter- 
est of the community are alike involved in the customer 


himself sending his dollar away from home, rather than let- 
ting his merchant do it-for him. If the merchant is not 


_ rendering an efficient service at a reasonable price, the cus- 
_ tomer who sends to the mail-order house will do two things, 


the first. especially to his own advantage and the second to 
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the advantage of the commmunity. He will get his goods 
cheaper and he will help force the merchant to serve the 
community better and at a more reasonable price. In the 
smaller communities, moreover, there are many things 
which the local stores ought not to attempt to handle be- 
cause they cannot handle them in sufficient volume to do so 
economically. The woman, therefore, who wants a twenty- 
five-dollar hat may be serving the community as well as 
herself if she declines to buy her hats from small selections 
and thus helps to make it unprofitable for twenty-five- 
dollar hats to be carried in stock in the local millinery store. 
- 2. Campaigns to Patromze Local Industries—Appeals 
to local and sectional loyalty to buy things because they are 
manufactured at home still waste a good deal of money for 
manufacturers who are persuaded either by unsound advice 
or by their own sense of being public benefactors that this 
kind of advertising pays. Here also the appeal should be 
made on the merit of the article; and many advertisers need 
to learn that new brands of goods of merit are like prophets, 
not without honor save in their own country. 

The output of local industries which can be marketed on 
merit is just as truly an addition to local wealth, whether 
sold near home or farther away; the problem is really one 
of where such things can be sold to best advantage. Many 
things must inevitably be exported from a community, and 
for everything which is exported something must be im- 
ported. Because a local industry can study local needs it 
should be able to supply goods which appeal to local buyers, 
and because it has no freight to pay it should at least be 
able to compete in price. Even if it can do neither of these 
things it may yet compete on merit; and merit is an en- 
during marketing force. 


1In book tv, chap. ii of the Wealth of Nations, Adam Smith has given the 
classic statement why, other things being equal, local industry always has an 
advantage over distant industries competing for the local market, and why 
the development of the local market has especial advantages for the local 
-manufacturer. As no student of marketing can afford to be wholly without 
personal contact with the book which is at the foundation of economic science, 
the reader is urged to read this chapter. 
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That the economic advantages in building up local indus- 
tries are numerous and of undoubted weight must not be 
allowed to interfere with successful marketing principles. 
It is true that local industries tend to increase the wealth 
of the community both by developing natural resources and 
by bringing in skilled labor and capital. Yet unless the fact 
that they are made locally is convincingly made a part of 
the reason for superior excellence, or lower price, the ap- 
peal to consumers to buy goods because they have been 
made at home is not productive of marketing efficiency. 

3. Campaigns to Secure New Industries.—Much attention 
is now paid by chambers of commerce to securing new in- 
dustries, and in the main every desirable new industry rep- 
resents an addition to the wealth of the community which is 

not paid for by goods sent to other communities. If we 
consider as imports the wealth brought into a community 
by a man who comes to establish a new business, then we 
have in any growing community the thesis that the imports 
must exceed the exports if the community is to develop by 
inducing outsiders to move there. 

When a branch of an industry is established in a commu- 
nity, however, it is evident that the wealth of the community 
has not increased to any such extent as when the business 
and its owner become part of the community. The branch 
_is owned by outsiders and the profits go to outsiders. The 
community advantages are essentially restricted to labor, 
local purchases, and taxes, though all these advantages may 
_be considerable. 

Finally, when the new business is established by selling 
stock to other communities, that proportion of ownership 
which is outside the community represents in modified form 
essentially the branch-business idea. The share of other 
communities in the ownership, and their share of the profits, 
are not properly a part of the wealth of the community. 

_ Summary.—tn its national aspects the principle of reci- 
_ procity reinforces an idea that needs to be kept especially 
n mind during periods of emotional exaltation of foreign 


trade and during propaganda for a continually expanding 
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foreign trade as a market for surplus products. For the 
man who keeps the principle of reciprocity firmly in mind 
is much more apt to keep clearly before him two practical 
maxims, which are also economic principles. (1) The great- 
est function of foreign trade is to supply us with goods 
which we cannot ourselves produce, and the greatest func- 
tion of sending goods abroad is therefore to enable us to 
secure other goods from abroad. (2) Other things being 
equal, the development of the domestic market is more ad- 
vantageous to the welfare of a country than the develop- 
ment of the foreign market. 

As regards its application to the local community, the 
principle of reciprocity is no less important as a guide to 
right thinking on marketing problems. Wide fluctuations 
in money volume may make it less literally true of commu- 
nities than of nations that goods imports must equal goods 
exports, and marked additions may be made to the wealth 
of communities by new citizens who bring with them new 
industries and new wealth, yet the fundamental idea behind 
the principle is of the utmost importance. Nations and 
individuals and communities alike produce primarily that 
they may demand on the open market the things they de- 
sire; and the welfare and progress of communities are 
closely linked with the intelligence with which they use 
what they produce to demand on the open market the goods 
of other communities which will be of greatest advantage. 
If the local merchant can perform this buying service more 
intelligently, or more cheaply, all things considered, he 
should be able to sell his goods on the basis of the interest 
of the buyer. If the buyer cannot be appealed to on the 
basis of direct self-interest, either the service or the sales- 
manship of the merchant is seriously at fault. 


PROBLEMS 


1. What effect will the merchant marine have on the invisible imports 

and invisible exports of the United States? . 

2. If exchange is at $4.89 while par is $4.866, how much would a mar 
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in New York receive if he sold a £1,000 bill of goods to a customer in 
London? 


3. Ifhe bought a £1,000 bill of goods from London, how much would the 


bill of exchange necessary to pay the bill cost him? 

4. In October, 1920, during the coal miners’ strike in England, the rate of 
exchange was down to $3.44. How much was a Liverpool manufacturer 
forced to pay in English money for a $34,400 consignment of coal? 

5. Mrs. Jones lives in a small’ community and buys her hats, which are 
much better than the local milliner carries, in a city 100 miles distant. 
How may these purchases aid the local milliner? 


REVIEW PROBLEMS 


1. “A paved road changes the location of every farm it passes.” Explain. 

2. A landlord gets $1,000 cash rent for a farm. If his taxes are raised 
$200 will he raise the rent to $1,200? 

3. How does vocational training in the schools increase the wealth of the 
country? 


4 Why may a laborer profit more by buying conservative stocks and 


bonds than by buying a house? 

5. If a laborer were going to buy stocks or bonds, to whom should he go 
for advice and why? What other stocks do you know of in the same 
class with those mentioned in the following, taken from one of the 
financial journals in October, 1920? 


“Om, Boom AND GRAFTERS 


“*One only has to look over the statistics showing the number of oil com- 
panies organized this past two years, to realize the folly of buying oil 
stocks from strangers,’ writes Mark Harris of Buffalo. ‘In twelve short 


months there were thousands of companies organized with more than 


~ $5,000,000,000 in, total capital, and when I explain that all the oil produced 
in the whole world would be needed before even a fair-sized dividend could 


_ be paid on this huge capitalization, readers will appreciate why most of 


the companies failed. 
“Tn all my experiences as a broker I never before saw anything like the 


_ Texas oil boom—it was like a dozen big mining booms rolled into one—and 


as it continued month after month, it reached not only the big cities, but 


_ the small towns and in the end even the dweller in the country. Naturally, 


such 2 boom attracted the attention of every slick grafter in the country.’ ” 


Es 


CHAPTER XII 


THE LAW OF COMPARATIVE COSTS 


Wuart Derermines InpivipuaL SPECIALIZATION 
Professional Specialization 
Labor Specialization 

Wuart Determines Community SPECIALIZATION 
Influence of Local Resources on Comparative Cost 
Volume as a Marketing Necessity 

. Nationa SPEcIALIZATION AND THE Law or Comparative Costs 

Specialization of Inferior Nations 
Specialization of Superior Nations 
Comparative Cost and Reciprocity 
Comparative Cost and Protection 


WHAT DETERMINES INDIVIDUAL SPECIALIZATION 


THE two great fundamentals in which the present order 
differs from the feudal régime are the institution of private 
property and industrial freedom. Self-interest is recog- 
nized as the motive power which drives and regulates eco- 
nomic activity, and the dominant ideals of English-speaking | 
peoples since the time of Shakespeare have been closely 
bound up with the ideals of personal liberty and the right 
to personal initiative. Under stress of war, when the gen- 
eral good seemed sufficiently in peril to overshadow indi- 
vidual rights, these ideals have at times yielded to the needs 
of the moment; but with the crisis passed, and often before 
the crisis was passed, they have always been reasserted. © 
| Industrial freedom includes the right of initiative, the 
right of contract, and free competition ; and all these imply 
that the self-interest of the individual shall be left free to 
direct his actions. As each man produces primarily in 
order to secure as much as possible of the products of 
others, his self-interest induces him to produce whatever he. 
can produce to best advantage. If a farmer can produce 
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$1,200 worth of wheat on the same ground on which he can 
produce $900 worth of rye, he will, of course, raise wheat, 
since it costs him less to raise a dollar’s worth of wheat 
than a dollar’s worth of rye. If in subsequent years the 
competition between wheat growers of the world should 
lower the price of wheat until with the same number of 
bushels per acre as. before his wheat would be worth only 
$800 and the rye he could raise would be worth $900, he 
would raise, not wheat, but rye. He would, in short, special- 
ize in those crops which promised the largest returns. 

1. Professional Specialization—A man decides to be- 
come a doctor because, all things considered, he feels the 
rewards in that field will be greater for him than if he 
enters some other field. Once he has entered this field and 
the more he succeeds in it, the principle of specialization 
makes him give up not only the things he did to work his 
way through college, but even some things he would like to 
do which he does better than those he must hire. He not 
only no longer waits on table for his board or works in the 
harvest field in the summer, but he hires his car taken care 
of, though he knows that if he had the time and energy he 
could do a better job than the man he hires. He hires some 
one to take care of his office, and as he is still more success- 
ful he hires assistants to take the burden of minor cases 
and the less important matters in important cases. 

Tn his case the law of comparative costs is just the cost 

side of the statement ‘‘he does what pays him best.’’ He 
has only so much time and energy; how can he invest it so 
as to produce the largest returns? Five dollars saved in 
garage expenses costs him three hours. Sending out state- 
ments costs him three hours, and he could get it competently 
done for two dollars. In the same three hours he can pre- 
scribe for thirty office patients at two dollars each or pos- 
sibly make twelve calls at three dollars each, averaging, 
‘say, in amounts actually collected, $30 for the three hours. 
_ What has been the comparative cost of a dollar? On garage 
- work a dollar costs him thirty-six minutes, at making out 
_ bills a dollar costs him ninety minutes, and in practicing 
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his profession a dollar costs him six minutes. Which will 
he spend his time at if he is guided by intelligent self- 
interest? 

2. Labor Specialization.—The laborer is also interested 
in getting a dollar at the least possible expenditure of time 
and effort. He will, therefore, choose that occupation which 
he is fitted for which shows the lowest comparative cost of 
a dollar. Perhaps here we should acknowledge even the 
supposed social status in different grades of work as well 
as the high importance of the pleasantness or unpleasant- 
ness of the work. Thousands of girls prefer to work in 
stores, no matter how low the wages, rather than do house- 
work, no matter how high the wages. 

The whole question of the white-collar job in its relation 
to labor specialization and labor costs deserves more at- 
tention than it has yet received. The principle involved is 
one that runs throughout the marketing of all kinds of 
goods and services. It is no reproach to a girl’s taste or 
judgment if she chooses an occupation which she feels will 
give her an opportunity to make a more desirable marriage; 
and even if it were a reproach it might be none the less a 
distinct economic motivation with a distinct influence in 
lowering the costs of retailing and the costs of manufactur- 
ing. Some stores find it easier to get help than others which 
pay the same wages, sometimes because they treat their 
employees more considerately or provide them with better 
care or facilities, and sometimes because working for one 
store carries with it more social prestige than working for 
another. 

So also many men choose a white-collar job for the social 
prestige it involves and receive as their pay not only their 
money wage, but the distinction they feel conferred on them 
by their position. Just as a matter of fact, many persons 
occupying positions of minor authority, eden as bank tell- 
ers, floor walkers, policemen, etc., are attracted to their 
positions and held there quite as much by psychic rewards 
‘as by their wages. Many a man who will never make a 
highly successful clerk, but who might have made a good 
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mechanic, has entered store work not merely because the 
work was more pleasant, but because he felt it gave him 
higher social standing with his fellows and with the young 
women whose esteem and companionship he desired. In- 
deed, in more cases than many may like to admit, man’s 
vanity and marriage instincts are just as potent as women’s 
in influencing the choice of a vocation. 

Still another influence is a potent factor in making men 
choose white-collar jobs, the belief that the white-collar job 
gives him a better opportunity for advancement because it 
brings him in contact, however distantly, with the white- 
collared executive who holds the power of promotion. But 
from whatever reason men and women throng to the white- 
collar jobs, the fact of the great supply means a lowering 
of the price which must be paid such workers. This means 
a consequent lowering of the cost of such work as they can 
perform, a no inconsiderable proportion of marketing labor 
costs. 

Still, other things being equal, the comparative cost of 
the dollar determines which the laborer will follow of all 
those occupations open to him; and by following the occu- 
pation which brings him his dollar at the lowest compara- 
tive cost he secures the things he desires at the lowest 
comparative cost. It is true it cost the carpenter three 
dollars for ten minutes of the doctor’s time, and perhaps 
the three dollars have cost him four hours’ work, or even 
more. It may be true that when he hires a plumber he must 
pay him a higher rate than he himself gets. But not only 
does he get the doctor’s service for less time and effort than 
he could himself supply it, but even though he could 
himself do the work of the plumber, yet when he considers 
the time and trouble to get the tools and materials he knows 
he can by working at his own special trade get enough 
money to pay the plumber in less time than it would take 
him to do the plumbing himself. In labor specialization, 
therefore, the law of comparative costs not only induces 

a man to follow the thing he can do best but leads him to 
_ employ others to do for him whatever he can secure by less 
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of his own personal labor cost through hiring it done than | 
by doing it himself. 


WHAT DETERMINES COMMUNITY SPECIALIZATION 


The first industry in a community depends primarily on 
the natural resources most evidently and most easily avail- 
able to its first settlers. This does not mean that this 
industry is the one that will ultimately pay the community 
best to follow, or even that they acted wisely in following 
it in the beginning. The Illinois farmer who came to west- 
ern Kansas and bought land in a year when they happened 
‘to have good crops, found out in the year of drought which 
followed that what had been to him the most evident re- 
sources of that section of the country were not the real 
resources; and he either left or went to raising stock. 

Ultimately, however, the community acts essentially in 
the same manner as the individual, and it does so because it 
is a collection of individuals each acting for his own self- 
interest. Hach individual does whatever will bring him in 
what he desires at the least cost in time and effort, and 
therefore the community as a group of individuals is en- 
gaged in doing those things which will bring to all the 
individuals, and therefore to the community, the largest 
possible amount of what they desire at the least expendi- 
ture of time and effort. The community, in short, does the 
things it can do best and buys things from other communi- 
ties if it can in this way get them at less cost in time and 
effort than by producing them. ae 

1. Influence of Local Resources on Comparative Costs.— 
In any farming community it soon becomes evident what 
crops pay best, and in proportion to the intelligence of the 
community it learns what rotation of crops pays best. Once > 
this is established, it is adhered to closely enough to estab- 
lish such crops as the principal farming products, and these 
remain the principal products as long as they bring in the 
largest number of dollars for the time and effort expended 
on them. For by raising them the farmers get the other 
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things they want at the lowest comparative cost in time and 
effort. 

If the soil proves especially adaptable to a new crop, 
either naturally or with a special fertilizer or through irri- 
gation, this new product gains a place if by a lower com- 
parative cost in time and effort (and of course expense) it 
produces an equal or greater value than some other crop 
which it can displace. So also, if rich oil deposits are dis- 
covered below the surface, the most valuable farming land 
will be given up to an industry which can produce more 
value at lower cost in time and effort per dollar of value 
produced. 

In the same way industries grow up in towns. At first 
only the merchandising needs of the surrounding farming 
community may be evident, and the people with money and 
energy in the town find that they can make more with less 
expenditure by supplying those needs. Later, perhaps, 
transportation develops and some of the more progressive 
see larger returns in the wholesale trade. Perhaps a dis- 
covery of coal near by makes fuel cheap enough to make 
manufacturing profitable. In each case the individuals in 
the community turn to those things which at least cost pro- 
duce the most for them. For which business does a man 
follow, provided he can gain what he desires by following 
either of two? Surely. he compares the cost in time and 
effort and money and chooses that which gives him most at 
comparatively the lowest cost. The community, composed 
of the aggregate of individuals, therefore engages in those 
occupations which promise most to it in view of its re- 
sources, including, of course, the ability of its inhabitants. 
_ Of all the occupations open to it, it chooses the ones most 
profitable under the law of comparative costs. 

2. Volume a Marketing Essential—Volume of product 
has such a decided bearing on both material production and 
_ marketing that even if a community is rich in natural re- 


sources it may not be able to develop a given industry 
because capital is lacking for large-scale production. Pro- 


duced on a small scale, it may take more time and effort 
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and expense to produce ten thousand dollars’ worth of 
doors and windows than ten thousand dollars’ worth of 
general blacksmith work. Moreover, even if doors and 
windows can be manufactured as cheaply here as elsewhere, 
it may be unprofitable to manufacture them unless they can 
be produced in sufficient volume to pay for building up a 
sales organization which will give a low marketing cost per 
unit. For the given article cannot be manufactured unless 
the comparative cost of the sold and delivered article from 
this community is as low as that from a competing com- 
munity. Volume, then, is one of the essentials necessary to 
meet the conditions imposed by the Law of Comparative 
Costs, for competitive cost includes marketing as well as 
manufacturing cost. 


NATIONAL SPECIALIZATION AND THE LAW OF COMPARATIVE COSTS 


In spite of our general belief that the government ought 
not to interfere in our own particular business, there is a 
general feeling that because of its bigness and authority a 
nation can override economic laws. To some, therefore, it 
seems perfectly logical to say that if the people of the 
United States are as resourceful and skillful as those of 
any other nation there is no reason why at least all manu- 
factured goods cannot be produced to advantage in the 
United States. It is not enough to say to such people that 
the law of comparative costs will make it more profitable 
for us to manufacture those things in which we excel most 
and to import those which we manufacture to less advan- 
tage. It is not even enough to say that private profit will 
determine whether or not it pays to manufacture a thing; 
for they are so anxious to have us manufacture everything 
that they will advocate putting on a protective tariff high 
enough to provide a price that will make it pay the manu- 
facturer. 

It should perhaps be evident that, so far as economies is 
- concerned, our wisest use of our resources of all kinds will 
be such as produces the greatest total product. In this a 
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‘nation is not essentially different from the doctor or farmer 
or carpenter. If these individuals can, by doing the things 
for which they are best fitted, get more of the things they 
want by buying from others things they themselves cannot 
do as well as they can the special thing in which they excel, 
it should be evident that the same principle applies to 
nations. The fact that the doctor can fix his car better 
than the garage man is no reason for his doing so when he 
might better be doing something else; and the fact that 
the United States could make as fine ginghams as Scotland 
is no reason at all for her doing so if she could use to 
better purpose the resources which would have to be di- 
verted to the making of extra-quality ginghams. But people 
listen and read not alone with their intelligence, but with 
their prejudices and preconceptions, and only literal figures 
can make them see the unescapable application of the law 
of comparative costs. ; 

1. Specialization of Inferior Nations.—A nation may be 
inferior with respect to its natural resources, the capacity 
of its people, or the stage of development of its industries. 
But no matter how inferior it is, and no matter what the 
cause of the inferiority, a nation always finds it profitable 
to send some of its products abroad in order to secure 

_ things not produced at home or produced at home under 
such conditions that it is really cheaper to get them abroad. 
What things will such a nation export? 

Under such conditions a nation will act essentially as an 

individual. It will export the thing it produces to best 
advantage. If it raises rice and tea in greater abundance 

_ than anything else this at least suggests that individuals 

_ find these crops most profitable, and that, therefore, these 

: are the things that nation produces to best advantage. It 

_ may pay North China, for instance, to raise wheat rather 

_ than buy it and pay freight from Australia or the United 

_ States; but they may not be able to raise it to such advan- 

_ tage that it pays them as well to raise wheat even for their 

home market as it does to raise soy beans for the American 
market. 
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2. Specialization of Superior Nations.—Suppose we take 
the extreme case of the superior nation. Suppose we as- 
sume that the wild assertions of the jingo are true, and 
that the United States can produce everything under heaven 
better and cheaper than any other nation. Will this shut 
her off from foreign trade? Even the jingo would say 
this would be a special reason why her trade should extend 
to the ends of the earth; and yet if she exports goods she 
must import goods, as this is the only way she can get 
paid for the goods she exports. What will she export under 
these conditions, and what will she import? 

Every economic motivation will tend to make each in- 
dividual produce the thing he can produce to greatest 
advantage. If, then, a man can produce tea 10 per cent 
cheaper than China can, and cotton goods 50 per cent 
cheaper than China can, will he produce tea for sale in 
the United States or will he produce cotton, send it to 
China and trade it for tea? Only a protective tariff which 
will bar the importation of tea will make it possible for 
anyone to raise tea in the United States under such condi- 
tions of cost. For in this respect the superior nation does 
exactly the thing which the inferior nation does, it pro- 
duces those things which it produces to best advantage, 
and trades for things produced at less advantage. This is 
the essence of the law of comparative costs: Nations tend 
to export those things which they produce to best advan- 
tage and to import those things in the production of ae 
they are less efficient. , 

In this connection it should be noted that the process of 
competition for the resources necessary to produce the 
things which a community or a nation can produce to best 
advantage will under normal conditions of free competi- 
tion take the necessary resources in labor and goods away 
from less efficient industries. The resources of a nation, 
even, are distinctly limited, both as to labor and as to 
capital goods, and industries which are at a disadvantage 
cannot compete in the open market for productive goods 
and services and yet meet the competition of such goods 

160 


THE LAW OF COMPARATIVE COSTS 


manufactured under more favorable conditions by other 
nations. 

3. Comparative Cost and Reciprocity——The principle of 
reciprocity declares that a nation’s imports must equal its 
exports, and yet it is conceivable that by a sufficiently high 
protective tariff the prices even of those manufactured 
goods which we produce at a disadvantage might be so 
raised as to make it profitable for us to manufacture all 
the goods we use. With our multiform mineral resources 
we could also bar most raw materials, admitting only those 
of which we had little or none. We could export enough 
goods to pay for our tea and coffee imports, and for works 
of art of such age as not to come in competition with our 
living artists. We might get all our nitrates from the air 
and develop synthetic rubber; in short, we might very 
largely isolate ourselves and refuse to mir dne so far as 
manufactures are concerned, by the greatest advantage 
of foreign trade, which is the chance to get from other 
nations what we produce at less advantage or not at all. 

Fortunately for the logic of the situation, however, the 
people who want the United States to pinhinPadeoes every- 
thing we need are the very people who are urgently de- 
sirous of seeing the foreign trade of the United States 
expand, and the two propositions are incompatible. If 
we send more abroad we must import more. Assuredly 
it will pay us to import those things we produce less ad- 
vantageously than other countries, the linens of Ireland, the 
ginghams of Scotland, the higher atass of English worsteds, 
the velvets and silk brocades of France. 

4. Comparative Cost and Protection—Though the whole 
discussion of this phase of the matter might well be left to 
the next chapter, on the ‘‘Protective Tariff and Subsidies,’’ 
yet the essential nature of the law of comparative cost can 
well be brought out by a common fallacy of the arguments 
used in support of the protective tariff. Before an audi- 
ence of average intelligence in a political campaign such an 
illustration as follows seemed real argument. It does to 
pany even yet. . 
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“Tf we pay England sixty thousand dollars for steel 
rails, we have the steel rails and England has the sixty 
thousand dollars; but if we pay ourselves sixty thousand 
dollars for steel rails we have the steel rails and we have 
the sixty thousand dollars. And though I am not a college 
graduate, much less a free-trade college professor, and 
though I may be wrong, it seems to me I’d rather have *em 
both.’’ ; 

This is typical political argument, and it is one reason 
why business men do not think straight on economic ques- 
tions. There were legitimate arguments for a duty on steel 
rails, but this was not one of them. In strictly economic 
terms the advisability of buying steel rails from England 
so far as directly making us wealthier or poorer was con- 
cerned might be stated this way. Suppose we had a thou- 
sand units of resources which could be devoted to producing 
either steel rails or wheat, and suppose we needed steel 
rails. The honest economic question is, how would we get 
the most steel rails, by putting our resourees to raising 
wheat, sending the wheat to England and trading it for 
rails (of course by selling the wheat and buying rails) or 
by putting our resources to making steel rails? If a thou- 
sand units were required to make $60,000 worth of steel 
rails and the same units would produce $100,000 worth of 
wheat, we would not, so far as immediate profit was con- 
cerned, nor so far as adding to the wealth of the country 
was concerned, act wisely if we made the steel rails. Nor 
would we be any higher in the scale of economic intelli- 
gence if, so far as our immediate interests were concerned, 
we placed a fictitious value on the steel rails by a high 
protective tariff and made them worth $100,000 because we 
had closed our markets from foreign competition. 

Summary.—The law of comparative costs states the con- 
dition which determines what goods will be produced in a 
given community or a given nation under conditions of 
free competition, especially what goods it will export and 
what goods it will import. In the markets of the world 
the price delivered at the point of competition is the real 
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determinant of comparative cost. This is highly important 
in many industries as it gives the domestic, or the local, 
market the advantage of freight and extra middlemen.’ 
The chief importance of the law as a guide to intelligent 
study of manufacturing and marketing problems, however, 
is the stress it lays on the principle of reciprocity and on 
the importance of a community or a nation taking advantage 
of the productive efficiency of others by producing for 
exchange with others those things which that community 
or nation can produce to best advantage. The resources 
of communities and nations are alike limited, and not only 
the interest of all but the interest of the particular com- 
munity or nation is best served when those resources are 
used only in those industries in which the nation or the 
community is most efficient 


PROBLEMS 


1. Assume that in country A two days’ labor will produce one ton of iron 
and one day’s labor will produce one yard of cloth. Assume also that 
in country B it takes three days’ labor to produce one ton of iron and 
two days’ labor to produce one yard of cloth. Show that, although 
country A can produce both more cheaply than country B, it will be 
profitable (disregarding freight) for A to import iron from B and 
pay for it with cloth. 

2. If A needs 10,000,000 tons of iron and 10,000,000 yards of cloth, how 
many days’ labor will be saved by importing the iron and paying for 
it with cloth? (Assume that A and B divide the profit of exchange 
equally.) 

3. In some sections the deserted farm lands of New England are being 
reclaimed by Italians. How could the law of comparative costs make 
it more profitable for the same men to farm these lands rather than the 
lands in Italy? 

4. If x units of labor and y units of capital in Dakota will produce 
$100,000 worth of wheat, $90,000 worth of cattle, or $75,000 worth of 
manufactured articles, and if the same amounts of labor and capital in 
Canada will produce $100,000 worth of wheat, $110,000 worth of cattle, 
or $75,000 worth of manufactured articles, which would each special- 
ize in under the law of comparative costs? 


1¥or a fuller statement, see book Iv, chap. ii of Adam Smith’s Wealth of 
Nations, referred to in a footnote in the previous chapter. 
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5. 


If Dakota sent anything to Canada, what would she send and what 
would she take in exchange? Disregarding freight and assuming that 
the profits of exchange were equally divided, how much would each 
country gain if the value of the Dakota exports to Canada were 
$50,0007 


REVIEW PROBLEMS 


The air outside a theater is not an economic good, but the heated air 
supplied to the theater in winter and the cooled air supplied in sum- 
mer are economic goods. Explain. 

Distinguish between the money wages and the real wages of a teacher | 
who is required by the laws of the state to attend summer school every 
other summer. 


. The doctrine of laissez faire has been stated as “let the government 


keep its hands off as long as one man is not injuring another.” How 
ean the doctrine of laissez faire be harmonized with such interference 
with personal liberty as forbidding a man to manufacture whisky for 
his own use? 

In what respects did the physiocrats differ in theory from the mer- 
cantilists, and why was it natural that mercantilism should flourish in 
England and the physiocrats develop in France? 

Why did Adam Smith feel that free trade was a necessary condition to 
right trade? 


CHAPTER XIII 


PROTECTIVE TARIFF AND SUBSIDIES 


Economic Functions or A Protective TaRiny 
Cost and Profit of a Protective Tariff 
Tilegitimate Uses of a Protective Tariff 

Pourrican Functions or a Prorective TarRirr 
Tariff for Developing Political Industries 
Tariff as a Weapon in International Affairs 

SuBSIDIES AS A SUBSTITUTE FOR PROTECTIVE TARIFF 
Subsidies for Developing Infant Industries 
Subsidies for Developing Political Industries 


ECONOMIC FUNCTIONS OF A PROTECTIVE TARIFF 


THe old reasons of the mercantilists for a protective 
tariff had gone down before the successive attacks of the 
physiocrats, Adam Smith, and his successors; but a new 
justification of a protective tariff was advanced by Carey, 
the father of the American protective tariff theory, and 
List, the great advocate of the same theory in Germany. 
Both Carey and List justified the decision of England in 


favor of free trade for England; both recognized that a 


sounder conception of the nature and function of money 
made the mercantilist argument untenable; but they ad- 
vanced as a new reason for the use of a protective tariff a 


principle of economic development which would determine 


not merely when a protective tariff should be initiated but 


when it should be discontinued. 


_ According to this theory, the function of the protective 


tariff was to assist in the transition process from an agri- 
cultural to a manufacturing state. America and Germany 
had not as yet developed their manufactures to the point 
where they could compete with England, but in natural 
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resources and in natural capacity of their people they were 
well fitted to manufacture some things even more advan- 
tageously than England if once they could get these indus- 
tries established. In this process of getting established, 
however, the manufacturers could not turn out goods as 
cheaply as England, and must, therefore, receive help if 
manufacturing industries were to be developed rapidly and 
on a large scale. 

According to List and Carey it was the function of the 
protective tariff to extend this help either by reserving 
entirely the home market to home industries or by making 
- goods imported pay a duty high enough to keep foreign 
manufacturers from underselling home manufacturers. 
This protection would be necessary during the period when 
the manufacturing processes were being developed and an 
adequate body of skilled workmen were being trained, but 
less and less protection would be needed as the efficiency 
of home industries increased. Finally, and as a necessary 
justification of protection having been extended them, the 
home manufacturers would develop to the point where they 
could at least hold the home markets against the free com- 
petition of the world and could probably send their manu- 
factured products out into the markets of the world. 

With Carey and the other founders of the American 
protective tariff, the test as to whether protection should 
be extended to a given industry was frankly whether there 
was a reasonable hope of its growing in efficiency until it 
would need no protection. In view of present-day political 
arguments for the protective tariff, it is especially impor- 
tant to note that the economic justification under which the 
policy was instituted was based upon the assumption that 
no industry should be permanently protected. Both Carey 
and List agreed that if a country was not sufficiently 
adapted to a given industry to enable it to so develop that 
industry that it could compete freely with other countries 
it was to the economic interest of the country not to try to 
establish it at all, but to’ buy from those countries which 
were admittedly superior and would remain so. 
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1. Cost and Profit of a Protective Tariff—The distinc- 
tive economic grounds which justify a protective tariff can 
perhaps best be understood by considering what it would 
cost a country to establish and maintain a protective tariff 
policy, and what benefits would accrue to it which would 
justify that cost. Evidently the first cost would be the 
higher prices which the citizens of the country would be 
forced to pay for articles on the protected list, for it is the 
immediate function of the protective tariff to raise the 
price of the protected article in order to make its manu- 
facture more profitable. Even if only one tenth of the 
nation’s supply were manufactured at home during the 
first few years, yet the price of both home and foreign- 
produced articles would be increased. In many cases, also, 
it must be admitted, the quality of the home-manufactured 
goods would be seriously inferior. 

The general nature of the cost of a protective tariff may 
be seen from the following table. The assumption is that 

the tariff was administered with a view to making the 
policy cost the country as little as possible, and that, there- 
fore, as the industry became more efficient the tariff was 
reduced ; though of course the period of development would 
normally be longer than the ten years assumed in the table. 
The tariff actually collected is essentially a tax collected 
from all importers of the article, and since taxes will be 
collected in some way this is not to be regarded in itself as 
a cost any more than any other tax. The added price to 
home-made goods, however, is undeniably a direct cost, for 
it represents what those who buy from home manufacturers 
“must pay (without return benefits, as in the tariff tax) 
beyond what the cost would be without the protective tariff. 
The tariff is assumed to be the difference between home 
and foreign cost. 
a 1 Of course it is a cost to the individual consumer and means that he must 
ay a tax which might otherwise be collected from some one else, but it is not 
an added cost to the country as a whole except as it might be an undesirable 


method or might lead to unwise expenditures to get rid of tariff surplus. 
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Home Foreign Amount Home Tariff Direct Cost 
Cost Cost Imported Manufactured Tax of Tariff 

$1.50 $1.00 $10,000,000 $2,000,000 $5,000,000 $1,000,000 ~ 
1.50 1.00 9,000,000 3,000,000 4,500,000 1,500,000 
1.50 1.00 8,000,000 4,000,000 4,000,000 2,000,000 
1.50 1.00 7,000,000 5,000,000 3,500,000 2,500,000 
1.25 1.00 6,000,000 8,000,000 1,500,000 2,000,000 
1.25 1.00 5,000,000 10,000,000 1,250,000 2,500,000 
1.25 1.00 4,000,000 11,000,000 1,000,000 2,750,000 
1.10 1.00 3,000,000 13,000,000 300,000 1,300,000 
1.10 1.00 2,000,000 14,000,000 200,000 1,400,000 | 
1.00 1.00 1,000,000 16,000,000 
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21,250,000 16,950,000 
-90 1.00 18,000,000 —1,800,000 


Whatever benefits may accrue to the country, it cannot 
well be denied that it has cost the wholesalers ? $38,000,000 
more for this article in the first nine years than if they 
had been allowed to buy it freely from abroad. Of this 
amount the $16,950,000 in the column headed ‘‘Direct Cost 
of Tariff’’ represents an actual loss for which there is on 
the surface no corresponding gain. It is the extra price 
paid for goods manufactured at home above the free-trade 
price. The wholesaler must pay it, and in this case the gov- 
ernment does not get the benefit of the difference in price 
as it does on goods imported. This extra price goes to the 
manufacturer of the protected industry, but it does not go 
to him as net profit. Much of it—in theory perhaps all of 
it—goes to him to pay the amount by which his costs exceed 
the costs of foreign manufacturers. It is a cost, indis- 
putably a cost, the cost of establishing and maintaining an 
industry ahich either had to have help to get established at 
all or which it was assumed it was advisable to help in 
order to allow it to establish itself sooner than it might 
otherwise be able to do if subjected to free competition. 
In fact, the tariff at first would purposely be made high 
enough to allow unusually large profits to be considered a 
part of costs in the early stage of the industry. 


The difference in price which the tariff creates for the manufacturer is the 
added amount which it enables him to secure from the wholesaler. At this 
stage of the presentation it seems best to avoid the term consumer, for reasons 
apparent in the section of comment at the end of the chapter. 
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Neither List nor Carey pretended that a protective tariff 
didn’t cost the country anything, though this is a fallacy all 
too common in political propaganda; but they maintained 
that this cost could be repaid in the benefits which would 
follow. The table shows, in the eleventh year, how this cost 
might be repaid directly in lower prices throughout the 
years after the industry had become so well established 
that home manufacturers could compete in foreign mar- 
kets. For normal competition among themselves for the 
home market would reduce the price at home below what 
wholesalers would still be forced to pay if they were still 
forced to depend on imports. 

The greater gain, however, in the opinion of both List 
and Carey, was regarded to be the gain in wealth to the 
country through the development of skilled labor and the 
accumulation of capital goods, as both added greatly to the 
productive power of the nation. Ultimately, then, the 
productive efficiency of the nation was the great source of 
gain, but the test of productive efficiency in any given in- 
dustry, the minimum efficiency which would from the stand- 
point of economics justify a protective tariff, was that the 
industry must ultimately be able to compete at least for the 

home market without the aid of a protective tariff. Ifa 
_ protective tariff were established in an industry which could 
never develop to a point at which it could compete with 
_ goods manufactured abroad, then the extra price which the 
_ wholesaler was forced to pay to the manufacturer was a 
loss, a penalty imposed on the wholesaler and through 
‘him on the country for encouraging manufacturers to use 
5 its resources in an industry in which it was inferior. 
_ 2. MMlegitimate Uses of a Protective Tariff—On the 
f basis of what constitutes a legitimate economic use of the 
_ protective tariff, the illegitimate use should be entirely 
a evident, at least so far as its strictly economic aspects are 
concerned. In the beginning, for instance, it is certainly 
illegitimate, in view alike of the interests of the consumers 
nd of the proper use of the resources of the country, to 
attempt to develop at all by the protective. tariff any in- 
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dustry for which the country is so poorly adapted that it 
will always need protection. This principle is fundamental, 
and no one who has any conception of the principle of reci- 
procity would advocate on economic grounds that in spite 
of the fact that a country must import an amount equal to 
its exports it should devote its resources to producing 
things it must always produce at a disadvantage. 

- Instead of using, say, $1,000,000 in resources to produce 
in such industries goods which could be purchased abroad 
for, say, $800,000, the nation will be $200,000 better off it 
uses them to manufacture $1,000,000 worth of goods and 
sends abroad $800,000 worth to pay for getting what it 
cannot itself produce as well as some other nation. It 
would thus use to better advantage its resources both in men 
and in raw materials. ; 

The most flagrantly illegitimate use of the protective 
tariff, however, is using it to enable the home mannfac- 
turer to charge his countrymen a higher price than he 
charges foreigners to whom he exports part of his product. 
Only political log rolling (the practice of trading votes) 
makes it possible to keep tariff rates on products which 
can compete in the markets of the world. But Congressmen 
from each section strive to keep the tariff as high as pos- 
sible on goods manufactured in their own sections and as a 
pure matter of trading votes will vote for high tariffs 
wanted by other sections. The log-rolling group could, for 
instance, say: ‘‘You vote for a good high tariff on the 
industries New England wants protected from foreign com- 
petition ; we will vote for a good high tariff on the industries 
Washington and Louisiana want protected from foreign 
competition; and we will give Kansas and Nebraska big 
post-office buildings and have the government buy silver 
from Colorado and Nevada.’?* Such trading of votes 


3 This matter can be easily overemphasized. There is a limit to every type 
of price-boosting which neither merchant nor politician finds it profitable to 
transgress. This limit, in fact, must be considered as an important marketing 
factor in any protected industry, and especially by anyone considering starting 
a new enterprise in that industry, as public opinion may force a drop in the 
tariff rate which will make his enterprise unprofitable. 
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enabled intrenched interests in various states to combine 
and pass tariff bills in the administrations of Cleveland, 
McKinley, and Roosevelt which were in flagrant violation 
of the preélection promises of the party in power.* 

The infant industry too often becomes a vampire indus- 
try. This is the normal tendency of the protective tariff, at 
least in a country of such varied interests as to make log 
rolling politically feasible. Whether a tariff commission 
will mitigate or increase the evil must be left for actual 
trial to determine. With $50,000 a year cost accounting 
experts to present the cause of each favored industry, and 
$3,000 a year civil service accountants who will do the real 
work of furnishing the commission information in the 
interests of the consumers, the outlook is not worthy of the 
encomiums commonly bestowed on the nonpartisan tariff 
commission of experts, say five or seven, to look after the 
whole complex of petitioning industries. In the course of 
time, however, the preying on home consumers by vampire 
industries will tend to be checked as soon as the public 
accept as a vampire industry (1) one which charges the 
domestic consumer more than the foreign consumer, or 
(2) one which in the very nature of the industry cannot 
be reasonably expected to become able to compete with 


- foreign production. 


POLITICAL FUNCTIONS OF A PROTECTIVE TARIFF 


The political functions of a protective tariff are much less 
important than is generally assumed. Both so far as ulti- 


mate wealth is concerned and so far as immediate wealth 
is concerned there are few industries which are of value to 


national power which should not in the United States be 


4TIt is always difficult to treat frankly anything which is a matter of politi- 
eal controversy without awakening political prejudice. As both Democrats 
and Republicans, however, have in practice established tariff schedules by log- 
rolling methods, it should be evident that the whole purpose of this method 


___ Of presentation is to contrast the legitimate economic functions of a tariff so 
fii far as it affects marketing and price of the goods marketed and the illegiti- 
_ mate use of the tariff where it violates marketing principles. 
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compelled to stand the strictly economic tests of Carey and 
List before being favored with a protective tariff. In other — 
nations, however, the needs of certain industries in war may 
be so imperative as to justify handicapping the commercial 
activities of peace by devoting part of the resources to in- 
dustries which must always be carried on by that state at a 
disadvantage. 

1. Tariff for Developing Political Industries-—One may 
justify as a political industry, or an industry fostered for 
political purposes, one which cannot be justified on eco- 
nomic grounds either by the law of comparative cost or as 
one entitled to the benefit of the protective tariff on eco- 
nomie grounds. Thus the industries necessary for the 
manufacture of arms and ammunition, and kindred indus- 
tries, to furnish the volume of skilled workers for war-time 
production, might be justified even if such goods could be 
bought more cheaply elsewhere in time of peace. Just 
after a great war, however, is scarcely the time when this 
principle is apt to be applied intelligently. 

2. The Tariff as a Weapon in International Affars.— 
As long as other nations have tariffs, no matter for what 
purposes, these tariffs will, just as ours, be subject to 
political manipulation. If we have, for instance, built up 
a considerable trade with Canada in shoes, and Canada has 
built up a considerable trade with us in cattle, we are likely 
to find our trade less discriminated against by sudden and 
marked changes in the tariff against shoes if the cattle 
industry of Canada fears we will retaliate by raising the 
tariff high enough to shut out Canadian cattle. This use 
of the tariff to change trade channels may be utilized with 
reference to results on the economic conditions in a given 
industry, or it may be used frankly as a retaliatory meas- 
ure. Most tariff laws put into the hands of the administra- 
tors of it a number of ‘‘clubs’’ to be used in certain 
contingencies. So prevalent was this custom of discrimina- 
tion that treaties were apt to contain what were called 
-“‘most favored nation’’ clauses guaranteeing in this, as in 
other respects, that no discrimination should be made 
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against the nation making the treaty so as to give any 
other nation an advantage. 


SUBSIDIES AS A SUBSTITUTE FOR PROTECTIVE TARIFF 


The advocates of subsidies as a substitute for the pro- 
tective tariff lay stress upon the possibilities of a more 
efficient administration rather than upon an essential dif- 
ference in motivation or in cost in the early stages. If 
the table showing tariff cost were revised on a subsidy 
basis, we may temporarily assume that the prime cost 
would be the same. Instead of the price being raised to 
$1.50 the price would be maintained at $1 and a subsidy of 
fifty cents granted in the first years. In the third year, if 
the volume consumed were the same the wholesalers would 
pay $12,000,000 for the articles instead of $18,000,000 under 
the protective tariff. Of this, $6,000,000 saved on first cost 

_ the $4,000,000 would be lost to the government in taxes 
which the people presumably would have to pay in some 
other form, perhaps as a tariff on coffee and tea or some 
other tariff for revenue only. The other $2,000,000 would 
be paid to the producers as a subsidy by the government, 
and in some way or other the people would be taxed to raise 
this amount. 

1. Subsidies for Developing Infant Industries——Whether 
or not the subsidy would operate as favorably as the pro- 
tective tariff for developing infant industries is, however, 
open to question. It all resolves itself into the question as 
to which would make the manufacturer produce most effi- 
ciently. With the tariff established, and not likely to be 
lowered soon, the manufacturer would tend to reduce manu- 
facturing cost as rapidly as possible. His profits might 
_ be higher than normal, higher even than public sentiment 
would justify, but the main issue would be taken care of, 
and it must not be forgotten that this main issue is the 

} development of the industry as rapidly as possible. 

On the other hand, as the administration of the subsidy 

is much more flexible, even with guaranties for a number 
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of years the new subsidy would probably be nearer the 
actual difference between home and foreign production 
cost than the new tariff. The great advantage claimed for 
the subsidy, however, is that the vampire industries would 
have much more difficulty in controlling the subsidy than 
the tariff. Under the subsidy system, with no opportunity 
to pretend that the cost of the subsidy was not a real cost, 
if an industry was never going to be able to compete with 
foreign industries the public sentiment would be such that 
even the log rollers of the American Congress would not 
dare to use the subsidy as unscrupulously as they do the 
tariff. Moreover, when an infant industry ceased to be an 
infant industry and was able to compete in the markets 
of the world, the continual effort to lower taxes would 
create pressure to abolish the subsidy in order that all 
classes might cease to be taxed for the immediate benefit 
of a particular class. ; 

Another marked advantage in the administration of a 
subsidy would be the tendency to scrutinize much more 
carefully the industries applying for the subsidy aid. If 
they were apt to stay infant industries, if it seemed unlikely 
that they were industries which the nation could undertake 
with advantage, the very fact that granting a subsidy would 
mean increasing the amount to be raised by taxes would 
tend to defeat it. Moreover, the commission in charge of 
subsidies would become in a way responsible for seeing 
that subsidized industries succeeded and would aid in bring- 
ing in the most approved methods, though this last should 
in any event be a developmental function of government 
for all its industries. 

2. Subsidies for Developing Political Industries.—lt is 
in the development of industries which the nation wants 
developed on political rather than on economic grounds 
that the subsidy has its most marked advantage over the 
tariff. However necessary for war purposes it is for the 
United States to develop the process of securing nitrates 
from the air, it might be inexcusable stupidity to put such 
a high protective tariff on all nitrates that the price would ) 
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rise high enough to make the air process commercially 
profitable when conducted on a small scale. On the other 
hand, the subsidy brings much more personal initiative 
to the task, more of the resourcefulness of private industry, 
than any form of the cost-plus system. It allows as a legiti- 
mate variation of the subsidy principle a subsidy for suffi- 
ciently limited quantities to develop the industry and keep 
it ready for war-needs expansion, and it can do this without 
imposing on the country the burden of a subsidy for quan- 
tity production to compete for the full market. 

Summary and Comment.—As a general rule there is no 
economic justification for a protective tariff for any indus- 
try in which the country cannot become highly enough pro- 
ficient to justify ultimate production under the law of 
comparative cost. The protective tariff, therefore, should 
be used to develop only such industries as are especially 
suited to the country. Even if we could say that ultimately 
the United States can produce silk as well as Japan or 
China, this would not be conclusive proof that the United 
States should develop that industry by a protective tariff. 
Unless this is clearly understood, no sound economic solu- 
tion of the problem is possible, for the economic solution 
demands that the nation use its resources in producing 
the things it can produce to best advantage. If, therefore, 
even after this industry is developed, the United States 
can with the same resources produce either 1,000,000 units 
of silk or something else which it could trade to Japan or 
China for more than 1,000,000 units of silk, say 1,100,000 
units, it is not wise economic action for it to produce silk. 

There may be political justification for producing some 
things which could never be profitably produced for the 
market under free competition. It is, however, at least 
probable that the subsidy is a better method than the pro- 
tective tariff for developing such industries, especially if 
moderate peace-time production will prepare adequately 
_ for rapid expansion for the needs of war. This is all 
_ the more to be preferred because of the complexity of the 
_ tariff, as well as its easier manipulation by log rolling; but 
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the subsidy has also its dangers, as indeed most, if not all, 
methods have which interfere with free competition. 

In order not to confuse the primary presentation, both 
the tariff and the subsidy have been presented on the basis 
of manufacturing or importing cost. As manufacturer’s 
cost and the importing cost, however, are the basis upon 
which the whole chain of subsequent gross profits are fig- 
ured, the price to the consumer of goods on which a tariff 
is levied consists of original import cost plus a chain of 
profits and the tariff plus a chain of profits on the amount 
of the tariff. Thus if an article cost a dollar to manufacture 
and the chain of gross profits in the whole chain of distri- 
bution (wholesaler, jobber, retailer, and all their expenses, 
including transportation, etc.) is 100 per cent on original 
cost, the price to the consumer is two dollars. If now a 
50 per cent tariff is added, original cost to the American 
wholesaler is $1.50 and price to the consumer is $3." 

This is the basis of the statement that every dollar we 
receive in tariff revenue costs the consumer two dollars or 
more. The same is true of any sales tax on the manufac- 
turer or wholesaler, since their profit is really based on 
their costs, though often figured on the sale price, and a 
sales tax or tariff is an undeniable cost. It may be that, 
because of various reasons—administrative, political, ete.— 
the tariff and the sales tax on the manufacturer are advis- 
able, but no sane conclusion can be reached by ignoring 
the fact that both cost the consumer far more than the 
government gets. Thus if we assume 100 per cent as the 
gross profit between original cost and consumer price (and 
this is certainly a very moderate assumption), the total 
price paid by the consumer in the third year, under the 
conditions assumed in our table, will be $36,000,000 under 
the tariff and $24,000,000 under the subsidy. Six million 
dollars we have already accounted for—$4,000,000 which 
the government loses in tariff revenue and may have to 


8 It is true that some of the marketing costs are not based on percentage of 
. cost or selling price. Freight, for instance, would remain the same. But the 
great burden of selling expenses, direct sales, insurance, interest, bid passe 
ete., are based either on cost or on selling price. 
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make up from other taxes, and $2,000,000 which it must 
raise to pay the subsidy. What becomes of the other 
$6,000,000? The wholesaler, retailer, and other middlemen 
get it. This does not mean they get it as clear gain. It 
does mean that under a tariff the consumer pays to the 
middleman a profit on that tariff just as truly as he pays 
a profit on the original cost. 

Though there are many other things to be considered in 
deciding what forms of taxation should be employed, the 
incidence of taxation (that is, the question as to who really 
pays the tax in the end) is a matter of considerable impor- 
tance in marketing not only with respect to the actual 
effect on the price of the article, but with respect to whether 
the consumer feels the tax burden as such. For this reason 
it seems desirable to make clear in this connection the 
incidence of the three main types of taxes with reference 
to the consumer. 

A tax may be levied at some point in the process before 
the article reaches the consumer. This type of tax may be 
levied on the manufacturer, either on his plant, on his 
product, or as a sales tax, or it may be levied on the whole- 
saler. All such taxes tend to be passed on to the consumer, 
and the consumer pays not just the tax, but the same margin 
of profit on the tax as on the other costs to the manufac- 
turer and wholesaler which go to make up their selling 
price to the retailer. 

The second type of tax is the sales tax paid by the con- 
sumer at the time of purchase. It may be that the slight 
addition to the retailer’s cost of selling (time of salesmen 
in adding on the tax and time of clerks in keeping accounts 
with the government) may be passed on to the consumer 
in increased price of the goods sold, but in the main the 
only addition to the price is the explicit tax, and thus the 
consumer pays because of the tax only the same amount 
which the government gets. To see clearly the point at 
issue, this should be contrasted with the fact that if the 
_ chain of marketing costs is 100 per cent of original cost, a 
tariff or a sales tax on the manufacturer will increase the 
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price to the consumer two dollars for every dollar the gov- 
ernment gets as taxes. 

Finally there is the tax levied not on the article itself, 
but on the excess profits of the manufacturer or middle- 
man. This tax is levied long after the consumer has paid 
for the article and, as will be shown in Chapter XIX, can- 
not be passed on to the consumer. 


PROBLEMS 


1. If $1,200,000 worth of cloth of a certain type is imported and a duty 
of 331/3 per cent must be imposed to enable the American manufae- 
turer to compete with foreign-made goods of this type, is the real cost 
of this tariff to the American people measured by the amount imported 
and the duty paid? Give reasons for answer. 

2. If $12,000,000 worth of American-made cloth of this type is used and 
$5,000,000 is imported, what is the cost to the American people of this 
phase of the protective-tariff system? 

3. How may this cost be repaid? 

4. In the seven months ending January, 1920, 50,000 tons of a certain 
type of nitrate were imported duty free, valued at $3,500,000. If 
20,000 tons of this nitrate were produced in this country without the 
aid of a tariff, and yet in order to develop the industry of making 
this nitrate from the air a tariff of $5 a ton were necessary, how much 
would such a tariff cost the country if under this tariff 40,000 tons 
were produced at home and 30,000 imported? 

5. How can the extra cost of the home-made nitrate be called a cost to 
the country if the money is kept in the country? 

6. Assuming that 1,000,000 tons were necessary to supply our total needs, 
how much would the subsidy cost the American people if a five-dollar- 
a-ton subsidy were given each of four plants to produce 2,000 tons 
each? How much, ignoring the chain of profits, would a five-dollar 
tariff cost the country? (Assume in both cases that all except the 
10,000 tons were imported.) 


REVIEW PROBLEMS 


1. As the United States remained on a gold standard during the war, 
the price of gold did not change (why not?), yet the law of compara- 
tive costs forced some mines to close. Explain. 

2. What results of the revolution in private rights were necessary as a 
basis for the industrial revolution? 
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. What phases of the industrial revolution created the need for the 
revolution in transportation? 

. Which phases of the industrial revolution helped create the need for 
the revolution in organization and how did the revolution in trans- 
portation accentuate that need ? 

. To what extent is effective marketing interested in just distribution so 
far as it affects wages? (Remember that most marketing questions 
have both production and consumption answers. ) 

. Stocks and bonds of industrial enterprises are just as truly exports 
or imports as material goods. In other words, the fact that material 
property may be in one place and the title to it in another, that a 
corporation may be in one nation and large amounts of its stocks and 
bonds be income property held in foreign lands, creates the possibility 
of invisible imports and invisible exports which may have the very 
greatest importance in the readjustments arising out of the efforts 
of new countries to develop rapidly by the use of foreign capital. 

(a) Trace by exports and imports money borrowed from England 
to finance American railroads, and the interest paid on such bonds. 

(b) Assume that new issues of stock were used to finance railway 
extensions in the United States and that citizens of Amsterdam bought 
such stock. Trace the imports and exports for such stock itself and 
for the interest payments, and show the general relation of the 
whole process toward the growth of wealth in both Holland and the 
United States. 

(ce) Sir Josiah Stamp (Journal of Royal Statistical Society, July, 
1919) quotes Chancellor Heffelrich as stating that Germany owned 
at the outbreak of the war one billion pounds sterling of foreign 
securities. If some of these securities were from the United States, 
what was the relation of such securities toward the balance of trade of 
the two countries in the year they were exported from the United 
States to Germany? . (This is to be answered as total balance of trade 
for that year, not balance between the two countries.) 
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DIVERSIFIED INDUSTRIES AND THE COMMUNITY 


THe growth of a community through diversification of 
industries is generally stimulated rather than natural, gen- 
erally the result of a campaign on the part of some type 
of commercial club rather than the result of uninfluenced 
individual initiative. That this type of campaign often 
results in starting up industries doomed to failure should 
in no way condemn the proper functions of such organized 
effort to develop the various resources of the community ; 
for among the different elements conducive to the develop- 
ment of industry the progressive spirit of the community 
is not the least important. In fact it may even be necessary 
to the proper development of a civic spirit and to the 
efficient development of the town’s main industry to awaken 
this desire for other industries. 

There was a time when the development of a town into 
a city was much more a question of location than it is at 
present, but even in olden days the cases were rare where 
any one of a half dozen places might not have satisfied the 
mere location requirements fulfilled by the one town which 
for other reasons really developed into a city. In the last 
hundred years, moreover, the revolution of transportation 
has widened greatly the circle of resources, the ores of 
- Lake Superior are at the very mouths of the furnaces of 
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_ Pittsburgh, and there are few towns in the United States 
which are really limited to one industry by their location. 
1. Advantages of Diversified Industries to the Com- 
munity—In addition to the raw materials drawn from 
land every town has three types of resources—labor, cap- 
ital, and capacity for entrepreneurship. It is with respect 
to these three, moreover, that the signal advantages of 
diversified industries make themselves evident. The raw 
materials accessible to one town are in the main accessible 
to every town within a considerable radius; at least this 
is certainly true of a sufficient variety of raw materials to 
form the basis of widely diversified industries. The real 
development of the town, therefore, depends more espe- 
cially upon the human elements involved, upon the motiva- 
tions which develop efficiency of labor and capital and entre- 
preneurship. What, then, is the effect of diversified indus- 
tries upon labor, upon capital, and upon entrepreneurship? 
The influence of diversified industries upon labor, even 
the labor already in the town, is not sufficiently appreciated. 
The laborer is one of the resources of the town, a resource 
which must be fully utilized if the town is to reap the full 
benefit of possessing it. This implies necessarily that the 
laborer should be put to doing the work which he is best 
fitted to do. 

Many an inferior grocery clerk would have made a fine 
mechanic if the town by its diversified industries during 
his boyhood had given him not only opportunity but incen- 
tive to develop along lines for which he was fitted. Ina 

town with diversified industries, moreover, the grown man 
finds a chance to shift from one industry to another until 
he finds both greater satisfaction and better wages in doing 
those things for which he is adapted. Added to this is the 
stimulation of competition of the industries for the men 
best suited to their work, a competition which almost invari- 
ably makes the wage situation more satisfactory in a town 
with diversified industries than in a one-industry town. 
The effect upon capital, and the incentive to increase 
capital both by saving and by investment, are equally salu- 
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tary. A short-sighted policy on the part of the men who 
really control the future of: the town, the two bankers and — 
three chief merchants, may make them blind to the larger 
rewards which will come to them as well as to others 
through new industries. They are, as a rule, especially apt 
to overlook the fact that in addition to their direct gains 
through increased business the mere stimulation to accumu- 
late capital to allow of their investing in the stock of new 
industries would make them more efficient in their business. 
In fact, the chief difference between a ‘‘dead’’ town and 
one that is growing rapidly may be the difference in atti- 
tude of just such men. 

Not less helpful to the development of a town are the 
opportunities which diversified industries offer to the 
laborer to become also a capitalist, to own stock in the 
type of industry which most appeals to him. The clerk who 
has no chance to own anything except his home is apt to 
be inferior to the clerk stimulated to own a share of some 
legitimate industry. Here also is brought distinctly into 
play the motives both for increased earning power and for 
increased thrift. 

The stimulation to efficiency of both capital and labor is 
still more markedly brought out in the stimulation of entre- 
preneurship which results directly and inevitably from 
diversified industries. In the town of one industry, or one 
type of industry, only a few of the boys and girls see any 
future for them in that town. Their minds are not stimu- 
lated, their talents are not developed. Only the unusual 
boy can overcome the handicap, and as soon as he gets a 
vision of his possibilities he goes elsewhere, and in losing 
him the town loses one of its greatest resources. 

Such towns tend to have one or two men who dominate 
the industry, say lumber. Even the son of the owner of the 
chief lumber mill is handicapped in the development of his 
power for business leadership. It is true he may go to 
college and get a wider vision there, but few get vision 
in college who do not bring vision with them, and the boy 
‘who has passed his high-school days in a one-industry town 
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_as the heir apparent to its chief business must be of rare 
_ type if he has developed his full powers. 

_ How different in the town with diversified industries! 
Many of the boys and girls, of course, are not fitted for 
business leadership, but for such as are capable the town 
affords evident opportunity along such widely different 
lines that the raw materials of flesh and blood are trans- 
formed into those rarer and more precious factors of prog- 
ress—brains and initiative. In fact, it is wholly within 
bounds to say that the insistent call of business for men 
capable of taking responsibility tends strongly to develop 
such men out of those who without stimulation would never 
recognize their capacity. Moreover, when the boy or girl 
of ability is developed by a town with diversified industries, 
the town is not so apt to lose this resource it has developed; 
the boy sees a future for himself in his home town and stays 
and helps develop other resources. 

Among all the problems of marketing and advertising 
there are few more interesting and few more genuinely pro- 
ductive in the true economic sense than the problem every 
community has of advertising and marketing its opportu- 
nities. Just asin every other important field in advertising 
and marketing, its customers are both local and distant. A 
community must sell its opportunities both to its own citi- 
zens and to others if it is to grow. The secretary of the 
chamber of commerce should be an advertising and market- 
ing expert, and woe be to that city in which the secretary 
must devote any of his time to political manipulation to hold 
his job. He needs all his energy and resourcefulness and 
the cordial co-operation of the community in planning and 
carrying out an advertising campaign and in following up 
his advertising by a selling campaign which will extend and 

intensify the market for what the community has to offer its 
: own citizens and those it desires as citizens. 

2. Inmits to Diversified Industries in the Community.— 
The limits imposed upon the number and character of 
industries which may be at a given time developed in a 
i community are determined by the requisites for efficient 
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material production and the requisites for efficient market- 
ing. As to material production, the limits imposed by con- 
venience of raw materials are seldom serious if the town 
tries to take advantage of the facts in its favor instead of 
attempting to develop industries in which it is handicapped. 
With the wide variety of industries in the United States 
it is almost inconceivable that any town where living 
expenses are lower than in the larger cities cannot on the 
basis of this advantage develop any one of half a dozen 
industries carried on in its nearest large city. 

The chief manufacturing limitation imposed on the num- 
ber of industries, therefore, is that as the total resources 
of the town must be divided up among different industries, 
the number is limited because efficient production demands 
that there shall be a certain volume of product. A cannery 
must have a certain volume of products or even with lower 
priced labor and lower priced raw products the cost will 
be higher than that of the big canneries. A lumber mill 
must have a certain volume of products or even the saving 
in freight cannot enable it to compete with larger though 
more distant mills. 

This emphasis upon volume is essential also if we are 
to give proper consideration to marketing requirements. 
A creamery which turns out so little butter that its brand 
cannot become reasonably well known in its marketing field — 
is handicapped in the price of its product, either in actual 
price or in selling cost. A flour mill must have enough 
output both to make manufacturing cost not seriously 
higher than that of the large mills and to make its sales 
volume sufficient to keep its selling costs within bounds. 

These volume limits, however, are not serious handicaps 
if the size and resources of the town are impartially ana- 
lyzed even by people who have axes to grind. The average 
town of a thousand inhabitants which has no manufacturing 
industries is probably not using its resources to the best 
advantage; and though no one wants to prescribe offhand 
the industries for any given town, almost anyone who knows 
' the first principles of analysis could in a three months’ sur- — 
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vey provide a thoroughly adequate basis for intelligent 
development. 


DIVERSIFIED INDUSTRIES AND THE NATION 


The undoubted advantages of diversified industries in 
developing the resources of a nation have caused this argu- 
ment to be made use of for political purposes to justify any 
application whatever of the protective-tariff theory. With 
the nation, however, as with the community, the economic 
laws which govern efficient and therefore profitable produc- 

tion cannot be swept aside even by appeal to an equally 
_ valid economic principle. Perhaps saner decisions will be 
reached in economic matters also if it is recognized that 
economic tendencies are not normally the result of a single 
economic principle operating directly and without interfer- 
ence to produce an ordained result, but rather that there 
are always a number of economic laws acting upon almost 
every conceivable situation, and that the real tendency which 
men may take advantage of or must overcome is a resultant 
of the conflict of these economic forces. 

One of the chief difficulties of the student of economics 
is that he finds it hard to keep this clearly in mind. When 
he begins the study of economics he wants to apply the 
theory of diversified industries to the whole situation with- 
out reference to the laws of comparative cost; or he wants 
to apply the principle of free competition to bar even the 
_ government interference necessary to maintain free com- 
_ petition. The particular problem here involved is to what 
extent the protective tariff may, by stimulating the natural 
_ tendency toward diversified industries, overcome the law 
of comparative costs? 

1. Advantages of Diversified Industries to the Nation. — 

_ It is evident that the nation secures in still richer measure 

_ the advantages which accrue to the community through 

_ diversified industries. Not only does it secure the sum of 

- advantages which would accrue to communities considered 

separately, but the competition between communities brings 
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a still fuller utilization of the nation’s resources. In still 
greater measure do diversified industries make true of the 
nation all that can be said of their influence in communities 
in the development of more efficient labor, the greater 
accumulation and more efficient use of capital, and the stim- 
ulation of personal initiative which results in entrepreneur- 
ship. Moreover, without unduly exalting the function of 
diversified industries, there are also other advantages 
which may fairly be given prominence as they result from 
the application of the principle over a wider field than the 
community affords. 

High among these benefits of diversified industries which 
make themselves manifest with respect to the nation more 
conspicuously than in the community is the development of 
the domestic market. This is to the advantage of the 
consumer as well as the producer, the producer finding a 
readier market and the consumer paying less for trans- 
portation utilities and therefore receiving more in other 
utilities. There is no advantage which accrues from foreign 
trade which cannot be secured by domestic trade, provided 
only the goods made at home are the equal in quality and 
cheapness to the goods imported. 

It is evident also that the pressure of salesmanship will 
secure a home distribution for a wider variety of home- 
manufactured products and at less expense than for foreign 
goods. In this manner diversified industries react on the 
productive efficiency of a nation by creating a diversity of 
desires on the part of the consumer, desires which the con- 
sumer can satisfy only by producing something which can 
create a demand for itself in this diversified market. In 
fact, though many other elements enter in, one of the real 
reasons for the greater productiveness of the larger cities 
compared with that of smaller towns is that, on the one 
hand, the markets of the city create greater desires and on 
the other the diversified industries of the city offer greater 
opportunities for men to do work which will bring them i in 
the power to satisfy those desires. | 

As the chapter on ‘‘Immigration and Foreign Labor’’ 
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will take up the gains to a nation to be derived from a 
country attracting skilled as well as unskilled labor, we 
need note here only that there are evidently more skilled 
laborers attracted to a country with widely diversified 
industries than to one with only a few chief industries; yet 
the advantages are not confined to the laborers who actu- 
ally come, but are largely due to the added efficiency of 
native laborers stimulated by competition with the new 
skilled labor which comes in. 

Even in the smaller communities diversified industries 
have a tendency to stabilize economic conditions. As re- 
gards employment, if one industry is using fewer men than 
normal the other industries afford greater opportunities 
for men to find employment than if the community were 
devoted chiefly to one industry. Then, too, if a community 
is devoted mainly to one industry it is too dependent on 
the vision and initiative of one man, while if there are a 
number of industries a time of laxness in some of them 
offers especial advantages in labor efficiency for expansion 
in others. 

In the nation this advantage is evident. A certain amount 
of change is necessary to avoid stagnation, and a wide 
opportunity for change is essential to provide stimulus. 
Under normal conditions many industries will be competing 
for the resources of a nation, for its labor as well as for its 
raw materials; and any ordinary falling off in even a group 
of industries will not throw more men out of employment 
than can be readily assimilated in others. 

_ This stabilizing influence makes itself felt through the 
consumer market also. Every industry by its production 
is creating demand for the products of all other industries, 
- and any industry tends to remain stable in proportion to 
the extent that the demand for its products is not dependent 


upon a source which can be easily disturbed. With over 


_a hundred million inhabitants engaged in a wide variety of 
industries, an industry for which the country is really 


adapted is not apt to prove unstable, under normal con- 
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ditions, and the presence of many other types of business 
has an added steadying influence. 

2. Inmits to Diversified Industries in a Nation.—There 
are, of course, limits to the extent to which the principle 
of diversified industries may be invoked to justify the estab- 
lishment of more and more industries by the more extended 
use of the protective tariff or subsidies. Certain natural 
restrictions are evident, such as those arising from climatic 
conditions which prevent our raising coffee, tea, rubber, 
etc., as well as restrictions on the production of things which 
demand an abundance of cheap labor. It is not these cases 
of obviously necessary limitations with which practical 
decisions are concerned, but rather those cases for which 
the tariff advocate can make out a plausible case. As a 
matter of practical wisdom we are not concerned with 
whether it would pay for the United States to attempt by 
a protective tariff to develop a tea-growing industry; but 
we are concerned as to whether the New Jersey silk indus- 
try is worth what it costs the United States, and whether 
we are willing to pay more than imported lemons would 
cost us in order to develop and maintain the lemon indus- 
try in California. 

The first limit imposed, and the only one which would be 
necessary if we had no protective tariff or subsidies, is the 
limit imposed by the competition for resources by those 
industries for which the country is especially adapted. 
Anyone can take the monthly summary of foreign com- 
merce of the United States in normal times, and just by 
looking for those with large exports be reasonably sure 
of a long list of industries which would not be crowded out 
by the competition of other industries. For when an indus- 
try is able to compete in the markets of the world, that fact 
is the final evidence of its ability to command at home the 
resources necessary for efficient production. 

Under normal competitive conditions, therefore, the most 
efficient industries would shut out the inefficient industries 
- by bidding for the resources utilizable in both alike. Ifa | 
protective tariff, however, enables the inefficient industry 
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to raise the price of its product it may then be able to bid 
for resources in labor and capital goods even against the 
industries for which the country is especially adapted. 
The test here is surely whether this industry can answer 
one of two tests. The first test is the economic one which 
determines whether on a strictly economic basis the pro- 
tective tariff can be justified with respect to this industry— 
“(Will this industry so develop under the influence of the 
protection afforded it that it can ultimately, without the 
continued aid of the protective tariff, compete for the 
resources of the country with those industries to which the 
country is best adapted?’’ The second test is the one 
which it must meet if it is to receive political justification 
in spite of the fact that it cannot meet the economic test— _ 
“‘Ts this industry so necessary to the welfare of the country 
that it will justify a permanent protective tariff high enough 
to enable it to take away from industries which the nation 
is especially adapted to, sufficient resources to develop an 
industry which has only a political justification?’’ 
The very nature of foreign trade imposes an additional 
limit to the number and extent of diversified industries. 
The more we export the more we must import, and as our 
exports increase we cannot take our whole pay in things 
which climatic conditions or the lack of natural resources 
make it impossible for us to produce as advantageously as 
foreign countries. In the very nature of the case, therefore, 
we must import not merely raw materials, but manufac- 
tured articles; and these manufactured articles will nat- 
urally be those which foreign nations manvfacture to best 
advantage. Against these industries, therefore, we cannot 
raise a tariff wall so high as to reserve our home market 
for ourselves. 
Fortunately, the industries for which we are best adapted 
will make their rights felt, for the principle of reciprocity 
works as a check against’ the too absolute extension of the 


protective tariff. Every foreign article barred from en- 
trance to the United States likewise bars from foreign com- 


merce an equal amount of goods made in the United States. 
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This is evident, and it should be evident to even the most 
radical advocate of the protective tariff. If we export we 
must import, and we must, of course, import something — 
which is wanted. This is the great check on the undue 
extension. of the protective tariff, though it must be admit- 
ted that it is far from effective at times, and that our 
exports have suffered because the free list and the low- 
tariff list have not contained enough articles to allow filling 
promptly with a return cargo the ships which have carried 
our exports. As intelligence increases and public senti- 
ment forces an honest administration of the tariff, however, 
those industries of the vampire type which can exist only 
as the tariff supports them will be deprived of their pro- 
tection and will be automatically eliminated by the competi- 
tion of legitimate industries for the nation’s resources. 
Summary—tThe principle of diversified industries de- 
serves much more consideration than it usually receives at 
the hands of those who direct the policies of small towns. 
Even in cities a more intelligent appreciation of its reac- 
tions on labor, capital, and entrepreneurship might induce 
a less narrow-minded attitude on the part of chambers of 
commerce toward industries already established. In pleas 
for the extension of the protective tariff, however, this prin- 
ciple has been perhaps unduly exalted, and deserves to be 
given full weight only as the industry also conforms to 
other economic laws, especially the law of comparative cost. 


PROBLEMS 


1. Of what advantage should it be to a local banker in a town of 2,500 
to have new industries locate there? 

2. Why might a local banker, on the one hand, as a citizen, and on the 
other as a business man, prefer that new industries should not come 
to his home town? 

3. What are the advantages to the stores of this town when new industries 
locate there? 

4. Why might the leading merchants of a town of this size prefer to 
have it confine itself, so far as their profits were concerned, to serving 
the surrounding farming community? 
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. What will be the influence of new industries on the value of land on 


“Main Street if they increase the town of 5,000 to 25,000? In the 
chief residence sections? 


REVIEW PROBLEMS 


. Three general purposes may be in the minds of those who form a dairy- 
men’s association—to lessen the cost of things they buy, whether labor 
or feeds to increase efficiency in producing or marketing; and to raise 
the price of their products. Which of these processes would you call 
residualistic? 

. Which of the processes in Problem -1 requires the greater ability? 
Which one may benefit not only the dairymen, but their laborers and 
the consumers? 

. In preparation for the meeting of Congress in December, 1920, the 
gold-mining interests initiated a campaign to awaken public sentiment 
in favor of Congress granting a bounty on all gold produced in Amer- 
ican mines. Does the fact that the United States is one of the great 
gold-producing countries of the world make any difference as to the 
economic soundness or unsoundness of a bounty on gold? 

In spite of the tariff on them, the United States in 1919 imported over 
nine million dollars’ worth of walnuts, chiefly from France, Italy, 
China, Chile, and Japan. What would justify this duty as a protective 
tariff? 

. Under what circumstances would it be best to use a bounty rather than 
a protective tariff if it is desired to encourage the walnut industry 
in the United States? 


CHAPTER XV 
IMMIGRATION AND FOREIGN LABOR 
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Effect on Unskilled Labor 
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LABOR OF IMMIGRANTS WHO RETURN TO THEIR NATIVE COUNTRY 


Tue value of labor, just as the value of anything else, 
depends upon utility and scarcity. If wheat is plentiful in 
one country and scarce in another, the wheat utility will be 
moved to the place of greater scarcity, for the same utility 
will have a greater value if the scarcity be greater. It 
should be noted also that scarcity is scarcity with relation 
to the demand, that in some countries which use little wheat 
two bushels per capita would be an oversupply, while in 
others the same amount would be famine scarcity. 

In like fashion labor is scarce or plentiful in comparison 
with the demand for labor.. Siberia has fewer laborers than 
the United States, but if there is less demand for labor in 
Siberia even in proportion to the fewer numbers labor will 
be easier to get, other things being equal, and the scarcity 
will not make itself so evident in the market price for labor 
as in the United States. There are four factors in pro- 
duction—land, labor, capital, and entrepreneurship; and the 
scarcity of one of these factors is always a scarcity as 
related to the others. The scarcity of labor in the United 

States is really a scarcity in comparison to the almost 
limitless natural resources, the enormous amount of capital 
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available, and the phenomenal capacity and initiative of the 
entrepreneur class which brought about the revolution m 
organization. 

In view of this scarcity of labor the wages in the United 
States will normally be higher than in countries where 
labor is less scarce in comparison with the other economic 
factors; for the same utility will have greater value under 
conditions of greater scarcity. On the other hand, because 
of our greater efficiency in natural resources and entre- 
preneurship, the United States may pay higher wages to 
immigrant labor, and yet export to the very country from 
which they came the goods manufactured by them. What 
brings them here in the main is undoubtedly higher wages, 
and their wages will be higher for the same utility just 
because that utility, in comparison with the other pro- 
ductive factors, is more scarce in the United States than 
in the country from which they come. 

1. Economic Advantages to Both Countries.—At one time 
there was much popular outcry against foreigners who 
came here, worked for a few years, and then returned to 
their own country. So far as this outcry was based on the 
old mercantilist idea that they were taking money out of 
_ the country, however, it had no foundation. What had 
_ actually happened was essentially akin to one of the normal 

processes of foreign trade. We had imported so many 
_ years’ labor, and we presumably would not have done so if 
_ the importation had not been profitable. Had it been more 
profitable for us to have left them in their own country 
and imported the goods they made while there, the same 
plea could have been made that they were taking money out 
_ of our country; but this old mercantilist fallacy has long 
since been exploded and is used now chiefly near election 
time as a bugaboo to influence the politically inept. 

_. The great advantage of foreign trade is to enable us to 
_ import from other countries things which we can import 
i to advantage. If we can afford to pay these foreigners the 
wages we do (and we can be reasonably sure no employer 
is normally losing money by the wages he pays), then we 
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have not lost by the process even if the laborers do take 
their money back to their native lands. In fact, we have 
gained by the process by whatever extent it was profitable 
for us to pay them these wages. This does not say that 
the wealth of the United States would not have been 
increased still more if the wealth taken back by these immi- 
grants had been kept in the United States; but in order to 
get title to this wealth which they took baéle they had to 
produce other wealth for the United States. 

So far as the wages paid them is concerned, therefore, 
the United States profits by immigrants coming in and 
working and returning with their wage savings to their 
native land. Their native country may also profit, and it 
does profit if the wealth they bring back exceeds their net 
value to the country during the time they were away. 
Their native country also profits if those returning bring 
back with them greater skill or ideas which will be of value 
in its industries. 

2. Effect on Standard of Living in the Umted States.— 
The legitimate outcry against this process being allowed 
to continue is that if such laborers work for less than the 
American laborer they may lower the standard of living 
in America. If such laborers could be employed in indus- 
tries carried on by their labor exclusively, industries in 
which Americans did not wish to work (and if the wages 
in that industry had no effect upon the wages in other 
fields), then surely the emotional objection would be min- 
imized and we should hear much less comment hostile to 
foreign labor. Such segregation, however, is manifestly 
impossible. Even in railroad-construction work there are 
Americans who must compete with the lowest type of this 
labor, foreigners working in gangs under leaders who at 
least for the time being practically own them. 

In proportion as these foreign laborers become more 
numerous the scarcity of labor decreases, and this neces- 
sarily means a lowering of wages unless the other pro- 
ductive forces have increased with equal rapidity and so: 
kept labor as relatively scarce. If they depart in such 
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great numbers from their native countries as to make labor 
appreciably scarcer there, this added searcity will force 
wages higher in those countries. So also if they come to 
this country in such numbers as to make the labor scarcity 
in the United States appreciably less, this must inevitably 
lower wages. In order to make it still more clear how 
utility and scarcity raise or lower wages as well as other 
prices, let us also see the two other possibilities. First, if 
in spite of the flow of immigrants adding to the normal 
increase of laborers in the United States the other pro- 
ductive factors increase still more rapidly, the relative 
scarcity of laborers will continue to increase and wages 
will normally continue to rise. Second, if shutting off immi- 
gration should cripple industries in the United States to 
such an extent that entrepreneurship or capital should be- 
come relatively scarcer than labor, the price of labor 
(wages) would tend to fall. 

It is then the standard of living which is the vital point 
at issue. If the wages of Americans were not affected, the 
less paid the foreigners without decreasing their efficiency 
the better we would be off when they returned home. If 
the standard of living of Americans is lowered, however, 
and if in this process, or in the mere fact of their wages 
being lowered, the productive efficiency of the American 
citizen is decreased, then the nation suffers a corresponding 
economic loss, to say nothing of the social and political 
aspects involved. 


_ LABOR OF IMMIGRANTS WHO REMAIN IN THE UNITED STATES 


_ Unless he enters the entrepreneur class, the immigrant 
_ who becomes a citizen of the United States and remains 
_ here, but segregates himself with others of his type, is 
_ little to be distinguished economically from the immigrant 
_ who comes only to save his wages and return to his native 
land. Though with passing years he is influenced by Amer- 
ican standards of living, he remains so appreciably below 
it as to make his competition always on a lower plane. On 
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the other hand, he is even more of a menace to American 
life in the social and political problems he creates. In the — 
direct effects on the economics of manufacturing and mar- 
keting, however, we need consider chiefly the labor and 
entrepreneur aspects of the influence of immigrants who 
remain in this country and become an integral part of our 
economic life. 

1. Effect on Unskilled Labor—The immediate price 
effect on unskilled labor must very evidently be one of two 
things. It cannot possibly raise the price, for an added 
supply does not have this effect. It must either lower the 
price or keep prices from rising as high as they would have 
risen without this added supply. In the long run, it is true, 
if through their presence they so add to the prosperity of 
the country that because of them the other productive fac- 
tors become proportionately more plentiful, and therefore 
labor proportionately more scarce, they may in fairness be 
said to have raised the price of labor by increasing its 
scarcity. Only by increasing its scarcity or increasing its 
utility, however, can the price of anything be raised. 

Moreover, in the case of unskilled labor, immigrants tend 
to have an especial influence on lowering wages (1) because 
they acquire American standards of living much more 
slowly than skilled labor, and (2) because they have no 
method of collective bargaining by which they can force — 
the employer to give them the wages he would be forced to 
pay native Americans for the same service. That the 
foreign-born laborer will submit to treatment which the 
native born would resent also adds to the difficulty of the 
problem; for personal liberty and personal initiative are 
just as much a part of the American standard of living as 
are standards of housing and food and clothing. 

As to the effect of the foreign born on the quality of 
unskilled labor there is much more room for disagreement. 
Tn times of undue labor scarcity almost any type of laborer 
tends to become less efficient, and to the extent that the 

foreign born competes with the native born on a plane 
which makes it possible for both to survive, the competition — 
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will normally increase the efficiency of both. As those of 
the native born who remain in the unskilled group must 
meet this competition, they must do so either on the basis 
of price or on the basis of quality. In any given industry, 
therefore, it becomes not so much a matter of theory as of 
fact as to whether the native born can meet the competition 
on a higher quality basis, or whether he will be forced out 
or forced to accept lower wages. On the other hand, it 
should be regarded as an advantage resulting from this 
competition when the more intelligent of the native born 
are forced into more gainful occupations than the one in 
which they were engaged. It is in fact in large measure 
this very pressure which forces the children of the native 
born to seek employment of higher type than that of their 
parents. 

2. Effect on Skilled Labor—The effect of the foreign 

born on the price of skilled labor is normally not so serious 
as the effect on the price of unskilled labor. This does not 
in any way deny the general effect on price through lessen- 
ing the scarcity of skilled labor, and not only do many of 
the foreign born belong in the skilled-labor class, but the 
competition of unskilled laborers forces those of the native 
born who are most competent to fit themselves for the 
skilled-labor class. The skilled-labor class, whether native 
or foreign born, are not only better fitted to hold out for 
the American standard of wage, but they are apt to identify 
themselves with a labor union and so gain the advantage of 
collective bargaining. In so far, then, as they do not lower 
the standard of living, through lowering the standard of 
wages, the skilled-labor immigrant who comes to the United 
‘States and remains here must be recognized as a distinct 
economic gain without any necessarily accompanying eco- 
nomic evil. Only when such skilled laborers come here in 
such numbers as to lower wages do they create economic 
disadvantages to the native born. 
_ Their influence on the quality of skilled labor is as a rule 
a distinct gain to the country. Some friction may develop 
_between Old World and New World ways of doing things, 
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but it is the very nature of competition that the more effi- 
cient will survive. Competent management is always trying 
out new methods, and the new methods which skilled work- 
ers bring with them are a very definite source of wealth. 
Skilled workers also bring with them, as a rule, a definite 
pride in the craftsmanship of their type of workers in their 
home country, and the competition which results when the 
best of the foreign born pit their skill against the best of 
the native born results in a higher quality of product. 

It is true that many undesirable practices are also 
brought to this country from older countries where the con- 
flict between capital and labor is of older standing and has 
developed more bitterness. Many, also, of those who are 
properly classed as skilled labor so far as their trade is 
concerned really come here as paid organizers of political 
or economic propaganda. In the main, however, the native 
born furnish their quota of such propagandists, especially - 
of those of the more influential type. Yet even when we 
grant full force to any accompanying political or social 
handicaps the economic gains through the immigration of 
skilled labor far overbalance any accompanying disadvan- 
tage. It is one of the great sources of our economic wealth 
and power. 

3. Effect on Entrepreneurship—Many of the more re- 
grettable effects of foreign labor are in evidence through its 
influence on American entrepreneurship, both directly and 
through the competition of foreign-born entrepreneurs or 
their children who follow the same methods. The direct 
influence most noticeable is the direct outcome of the atti- 
tude of mind developed by the entrepreneur who depends 
‘for his success largely upon forcing down his labor eosts 
by pitting cheap foreign labor against native labor. This 
tends to develop both of the evils of residualism; for the 
attempt to take advantage of his laborers is normally accom- 
panied by the attempt to take equally undue advantage of 
his customers. 

Just as the foreign laborer is a menace to the American 
laborer if he works for less than the American needs to 
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maintain his standard of living, so also the American entre- 
preneur who utilizes this cheaper labor employs unfair 
competition against the employer who pays a living wage 
by American standards. Every legitimate commercial 
transaction must be profitable to both parties, and the man 
who violates this standard with respect to his laborers is 
not apt to maintain it with respect to his customers, nor is 
it likely that he will use only legitimate methods in striving 
to draw trade away from his competitors. At best the en- 
trepreneur is by the very nature of the entrepreneur proc- 
ess none too considerate of either employee or consumer, 
and students of marketing cannot well disregard any tend- 
eney which sharpens disregard for the rights of either. 

Much more pronounced are the undesirable results of the 
introduction of lower standards of merchandising by for- 
eign-born entrepreneurs and their immediate descendants. 
There is really little difference between the stores where 
the customers are practically dragged in from the street 
and the stores where the advertisements and guaranties 
are wholly unreliable, except that the latter rob by deceit 
rather than force, and furnish, therefore, a very real com- 
petition to legitimate merchandising. Laws against illegiti- 
mate advertising and fraudulent representations can never 
reach the heart of the matter. 

In certain types of merchandising, notably the fruit and 
vegetable markets, the foreign entrepreneur and the foreign 
‘salesman are notably successful largely through illegiti- 
mate forms of competition. For some of this they are 
scarcely to blame, for if the American buyer will buy 
through alternate servility and impudence it is natural for 
_ the salesman who has no personal standards to adopt those 
methods. Where the mere handling of goods is involved, 
therefore, and especially where defects in those goods may 
be concealed, the foreign born and their immediate de- 
_ scendants provide competition very hard for the American 
to meet. 

By this it is not meant to imply that the native-born 
_ American is uniformly solicitous of his customer’s welfare. 
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He is, of course, sometimes rankly dishonest, but his ability 
in the fields of trickery, market servility, and market hag- 
gling is as a rule far below that of either the foreign born 
or the second generation of the foreign born. In proportion 
to his ability, moreover, the native born tends to succeed 
in merchandising by adopting genuine service ideals as a 
matter of policy, if nothing else. In fact, nowhere else is 
the undesirable quality of the competition of the foreign 
born brought out so unmistakably as in marketing and mer- 
chandising. Perhaps we should add that nowhere else is 
the difference more marked between the immigrant with an 
undesirable influence and the immigrant with a desirable 
influence; for though until they adopt American standards 
the influence in this field of the Greeks, the Italians, and the 
Japanese is almost uniformly bad, the high-class German. 
and the high-class Englishman have done much for Amer- 
ican merchandising. 

4. Effect on Marketing Volume.—It is indeed strange 
that in a country in which so much attention is given to the 
development of foreign markets so little acknowledgment 
is given to the importance of everything which tends to 
increase the home markets. It is natural, of course, for 
those who wish to see labor protected to scrutinize the whole 
situation from this point of view. It is natural for those 
who want to see American manufactures develop to look 
abroad for markets. Perhaps then the narrowness of self- 
interest has kept those who make most effort to have their 
influence felt from realizing the great advantage which 
comes from bringing desirable immigrants to this country 
to increase the home markets. 

A Frenchman in France can spend only a small portion 
of his lower scale of wages on American goods. His em- 
ployer can spend only a small portion of his profits on 
American goods. But bring this Frenchman to America 
and he not only gets higher wages, but tends to spend them 
almost all on American goods, and all the profits of his 
employer are a part of the demand on American markets. 

No dependable statistics are available as to what pro- 
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portion of the total wages in the United States is paid to 
the foreign born. In the year of our last census nearly 
14,000,000 of our 105,000,000 were foreign born, however, 
and no small share of the forty billions of our national 
income in 19187 which went to employees, and even a con- 
siderable portion of the twenty billion which went to non- 
employees went to these foreign born. Even a considerable 
proportion which went to the nonemployee class was made 
possible by the presence in our industrial order of the 
foreign born. Just what part of our national income of 
some sixty billions was provided our home market by the 
foreign born in our midst is not available in actual figures, 
but the evidence of its importance is unmistakable. 

The comparative importance of the home and foreign 
markets for the United States may be made still more evi- 
dent by considering the volume of total national incomes 
in the last normal period, just before the World War. In 
1914 the total national income of the United States, the 
United Kingdom, Germany, France, Italy, Austria-Hun- 
gary, Australia, Canada, and Japan was $78,570,000,000. 
Of this the income of the United States was $33,200,000,000.? 
Before the war the total exports of the United States had 
never reached $2,500,000,000, and in 1914, the first year of 
the war, were only 7 per cent of our national income.*® 

With 13 per cent of our population foreign born, and only 
about 7 per cent of our income at its normal maximum from 
foreign trade, we should be able to see the point in the 
declaration that the way to capture foreign trade is to 
import foreigners, pay them better wages than they ever 
got before, make them produce more than they ever pro- 
duced before, and sell them everything they use instead of 
only 3 or 4 per cent of what they use, as is the case if they 

1Income in the United States, p. 107, National Bureau of Economic Re- 
search. Figures for 1920 not available. No inconsiderable amount of the 
interest, profits and rent shares went to persons who were primarily em- 

ployees, but held bonds and stocks and rented property. 

2 Income in the United States, p. 85. 

8 Monthly Summary of Foreign Commerce of the United States, January, 
1920, p. 7. he 
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remain in Kurope.* Doubtless there are many other things 
to be taken into consideration. Everyone recognizes the 
multiform indirect benefits of foreign trade. Hveryone 
also recognizes that the United States has been largely 
built up by the people it has drawn from other countries. 
The main point at issue just here, however, is largely over- 
looked both in theory and in practice, yet the development 
of the home market is vastly more important than the de- 
velopment of foreign markets and even that part of the 
home market at any given time which is directly the result 
of supplying the needs of those born in other countries who 
have come to make their home in the United States is more 
important than all the foreign markets of the world. 

The basic fact should make a marked difference in the 
attitude of anyone interested in marketing, especially any- 
one interested in developing markets for his products. Pro- 
vided that so many foreigners do not come that the stand- 
ard of living is lowered in the United States, every Huro- 
pean who comes here increases the home market at least 
twenty-five times more than his previous market for us 
through our foreign trade. The policy of shutting off im- 
migration, therefore, is not one to be left to short-sighted 
labor policy alone. Even for those who send part of their 
goods abroad the foreigner who becomes an immigrant be- 
comes an immensely greater asset, and as many of our in- 
dustries do not send their products abroad, they are vitally 
interested in developing volume in our home markets by 
every legitimate means. 

Summary.—So far as economic problems are davalbaed 
the heart of all difficulties arising through immigration is 

4Exports to Europe, 1914, Monthly Summary of Foreign Commerce, U. 8. 
Department of Commerce, $1,486,498,729, the largest up to and including 1914. 
National income in millions of dollars of the six nations for which estimates 
are given in the National Bureau of Economic Research in its volume Income 
in the United States, as adapted from the summary by Sir Josiah Stamp, 
Journal of the Royal Statistical Society, July, 1919: United Kingdom, 
10,950; Germany, 10,460; France, 7,300; Italy, 3,890; Austria-Hungary, 
5,350; Spain, 1,120. Total income, $39,000,000, which did not include Russia, 
or six other European nations whose income Sir Josiah Stamp does not 


‘attempt to estimate, but whose wealth he estimates as having been rane to 
that of Germany. - 
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in its effects upon American standards of living; and the 
chief sources of economic benefits from immigration lie in 
its contribution to more efficient production and in its cre- 
ating vast additions to the marketing volume of the home 
markets. As long as the immigrant does not receive less 
wages than will maintain the American standard of living 
he does not as a laborer offer unfair competition nor handi- 
cap the native-born laborer. He may, in fact, actually 
stimulate him to do better work through competition for 
the more desirable places, 

At heart the real complaint against the competition of 
foreign-born entrepreneurs arises only when it results in 
lowering the American standard of living. Their standard 
of living may be such that they can do business on a lower 
margin of profit or they may give a servile type of defer- 
ence which the native American may be willing as a cus- 
tomer to pay for, but is not willing to give as an entre- 
preneur. The American legitimately expects to receive for 
his goods and courteous service both money and courteous 
treatment, the treatment essentially of an equal. The for- 
eigner who accepts less in either respect because of his 
lower standards is lowering the American standard of 
living. 

In proportion as the immigrant becomes imbued with 
_ American ideals he will normally secure wages of the Amer- 
ican standard, will enter into competition essentially on the 
same plane as the native born. On the distinctly economic 
side, moreover, the higher scale of wages prevalent in 
America, even though the immigrant does not get the full 
wage, gives him higher standards of living which will in 
course of time rise fully to the American standard if he 
does not segregate himself among those of his own race. 
In spite of all the disadvantages, however, the economic 
gain through immigration is unmistakable. The laborer 

who comes here not only adds to our wealth the productive 

- power of his own labor, but he makes possible the fuller 

_ utilization of our other resources, our land, our capital, and 

our capacity for organization and management. Still more 
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important for the student of marketing, he adds greatly to 
the volume of home markets. The time may come when we 
may find it advisable sharply to limit immigration in order 
to prevent the influx of immigrants lowering wages by an 
undue labor supply; but the dangers from immigration are 
not primarily economic, since the advantages far outweigh 
all disadvantages even at their worst. 


PROBLEMS 


1. Is it an advantage or a disadvantage to San Francisco to have men 
living across the bay in Oakland engaged in professional work in San 
Francisco? é 

2. Windsor, Ontario, is just across the river from Detroit. How do both 
Canada and the United States profit through Windsor machinists who 
live in Windsor but work in Detroit? 

3. In what sense may it be profitable and in what sense unprofitable for 
the United States if the girls of Windsor come across daily to work in 
Detroit stores? 

4. Assume that an Italian came to the United States and worked for 
1,000 days on railroad work for $1.50 a day when the wage for 
American labor was $2. Assume further that his day’s work equaled 
that of an American. What is the gain to the United States and what 
the loss if he returns to Italy taking $600 in savings? 

5. If foreigners get the same wages as Americans, how does the money 
saved by foreigners who intend to go back to their native country 
affect the American standard of living? Assume any specific conditions 
you feel essential to your making a definite answer. 


REVIEW PROBLEMS 


1. The Morley group, in Chapter IX, have no economic demand on the 
market. In what respects, however, may it be to the strictly economic 
interests of the other groups to supply the Morleys with the neces- 
saries of life? With education? 

2. In 1919 the United States imported over seventy million dollars’ worth 
of unmanufactured furs, duty free, and less than four million dollars’ 
worth of manufactured furs. To what extent do you think the law 
of comparative cost is involved in the production of furs, and to what 
extent in determining whether the unmanufactured furs would be man- 
ufactured before being imported if there were no tariff on manufac- 
tured furs? 
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- What would be the probable effect upon its fruit-raising industry if 
there were an increase of manufacturing of other than food products 
in California (a) in entrepreneur efficiency? (b) in wages? (c) in 
markets? 
. In the late ‘nineties a man took up a homestead in a very fertile val- 
ley at the end of a cafion in western Montana. It was, however, so 
far from the railroads that farming was less profitable than stock 
raising. Several years later a new railroad established a station within 
a few miles of his land and it became valuable for farming purposes. 
Name some of the other causes of this increase in value besides the 
laborers who built the railroad and the people who built up towns 
near this farm. 
- What advantages do the merchants of a small town gain which in any 
way compensate them for the competition of the stores of a larger 
town ten miles away? 
. Referring to Problem 6, p. 179, and to the chapter on “Reciprocity,” 
for the principle, state the general bearing which stocks and bonds 
as invisible imports have on all statements that the English debt to the 
United States and the German indemnity must be paid for by the 
export of material goods. This general type of declaration had its 
origin in attempts to show people that such huge sums could not be 
paid in gold without exporting something to get the gold, but these 
exports need not be all material goods, and probably will not be if 
the United States establishes itself a great creditor nation. Assum- 
ing Sir Josiah Stamp’s figures on the wealth of Germany in 1895 as 
£10,000,000,000 and in 1914 as £16,550,000,000, and assuming that 
under the weight of the indemnity the increase of wealth in Germany 
would give only the same percentage of increase in 1950 over 1914 
which 1914 showed over 1895, what percentage of the total wealth 
of Germany in 1950 would have to be held abroad in stocks and bonds 
to represent payment of £2,000,000,000 of the indemnity without the 
export of material goods? 

What bearing has this principle on the declarations that calamity 
must surely come to our foreign trade if we allow France and England 
to pay their debts to us? 
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THE NATURE OF DIFFERENTIAL GAIN 


Any business which has an advantage which is not open 
to its competitors has a source of differential gain. Whether 
this advantage is in land, in labor skill, in patents, or in 
organization, it remains a source of differential gain as 
long as competitors are for any reason barred from its use. 
In its very nature, therefore, differential gain is that extra 
gain beyond normal profits which depends upon some in- 
herent advantage over competitors. In the same commu- 
nity one business may possess a source of differential gain - 
over all the others in that field. Likewise all the business 
enterprises of this type in that community may possess a 
source of differential gain over the same types in other 
communities as is probably true in the case of the banner 
cotton county, measured by yield per acre. By a mere ex- 
tension of the idea of competing communities it is also evi- 
dent that one nation may possess sources of differential 
gain in certain industries when compared with other na- 
tions, as is the case with raising cotton in the United States. 
The fundamental meaning of differential gain, therefore, is © 
that in comparison with competitors, a given business, or 
community, or nation, has inherent advantages over its com- 
petitors which enable it to sell for the same price and yet 
make a larger profit. : a 
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1. Differential Gain in Land.—The nature of differential 
gain can be seen most readily in the case of land. If, be- 
eause of a difference in the fertility of the soil, the land on 
one farm will yield thirty bushels of wheat per acre, and 
under the same conditions of cultivation the land on an- 
other yields only twenty bushels per acre, it is evident that 
the farmer who has the more fertile land possesses an in- 
herent advantage over the other. Each farmer receives a 
return on the labor and other expenses of raising the crop, 
but one of them receives an extra, or differential, gain which 
comes to him because of an advantage which the other does 
not possess. 

If we suppose that these two farmers rent their farms 
for a cash rent we may illustrate more fully the nature of 
differential gain. We will assume, further, that there is a 
considerable amount of government land which the pros- 
pective renters may have entirely free under the homestead 
law, and that upon this land the prospective renters can 
raise fifteen bushels per acre, and make a living by so doing. 
How much rent will they be willing to pay for the two farms, 
one of which yields twenty bushels and the other thirty? 

It is evident that both these farms have a differential 
gain over the land which the prospective renters can have 
free of cost. It should be evident also that on his wheat 
crop a renter will make just as much money for himself, 
granting that the costs of cultivation are equal, whether he 
takes the government land at no cost or pays five bushels 


_ rent per acre for the twenty-bushel land or fifteen bushels 


rent per acre for the thirty-bushel land. In the process of 
determining cash rent there are of course estimates and 


; bargainings involved which are not stated in these assump- 
- tions, but the total natural rent, whether or not the landlord 


gets it, is the difference in value between what his land will 


_ raise and what land will raise which the prospective renter 


can get for nothing, provided, of course, that the prospec- 


_ tive renter could make a living on the free land. : 
_. If the owners decide to sell their farms instead of renting 
_ them, it is evident that the farm which'raises thirty bushels 


ee ee ee a ee Bee 
- is on 
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will bring more than the farm which raises only twenty. 
This difference in value is due to the difference in their dif-— 
ferential gain, a gain which each has over the land free to 
settlers upon which the settlers could make a living, but 
which the thirty-bushel land also has over the twenty-bushel 
land. The price of the thirty-bushel land becomes a ques- 
tion as to how much more such land is worth than the free 
fifteen-bushel land. For one year it is worth fifteen bushels, 
and to find out what it is worth to the buyer in dollars for 
permanent ownership we need to know what the buyer 
thinks will be the average price of wheat and what he thinks 
his money is worth when invested in land. If wheat is, in 
his opinion, going to be worth on an average $1 a bushel, 
and if money is worth five per cent, he can afford to pay for 
the land as much per acre as would be needed if put at 
interest at five per cent to bring him in $15 a year. This 
amount is $300, and it is therefore the price he can afford to 
pay for thirty-bushel land just as well as he can afford to 
raise wheat on free fifteen-bushel land from the govern- 
ment, taxes and other things being assumed as equal 
In considering the differential gain on a piece of land as 
the source of its rental and sale value, it must of course be 
kept in mind that this differential gain which fixes value is 
the difference between the land in question and the free land 
which it really pays to cultivate. If the best free land avail- 
able would raise only ten bushels an acre and the prospec- 
tive renter could not make a living on it, he evidently could 
not make a living on twenty-bushel land and pay ten bushels 
as rent. As a matter of market fact, both the rent and the ~ 
sale value are determined by competition of buyers and 
sellers, but this in no way discredits the underlying reason 
which gives one piece of land greater value than another. 
This same function of differential gain is evident in the 
comparative value of mines. The Calumet and Hecla cop- 
per mines in northern Michigan have a superior value for 
the stockholders over that of other mines because of the 
richness of the ore. For, other things being equal, the 
richer the ore the greater the yield over that yielded by © 
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mines with inferior ore. If, then, it is profitable to work 
mines poorer than the Calumet and Hecla, the superior 
mine has a source of differential gain over the inferior mine. 
Its owners get an extra gain which comes to them because 
of an inherent advantage which their mine possesses over 
other mines furnishing copper at the market price. 

2. Differential Gain in Labor.——The individual laborer 
possesses in himself what might legitimately be called a 
souree of differential gain if he has any inherent advan- 
tage over those with whom he competes, anything which 
makes him receive more for his services not because he 
works harder or is a better bargainer for wages, but be- 
cause he can turn out a better product or more of it because 
of his peculiar personal ability. Cobb and Ruth among ball 
players are not distinguished above all their team mates 
for loyalty to the team or honest effort, but they have an 
advantage which makes their efforts bring in larger re- 
turns in those things which help to bring men to ball parks; 
and not only do they get more salary because of this advan- 
tage, but the ball team which owns them gets still larger 
returns. 

It may be that the scale of wages keeps the unusually 
efficient carpenter from receiving more than a poor work- © 
man who is also a member of the union, but if he has pecul- 
iar skill which makes his work productive beyond that of 
his fellow workers his employer profits by it. It is not in 
this sense, however, that most people think of differential 
gain through labor, but rather through the labor in one 
community being more efficient than that in another com- 
munity. The furniture workers in Grand Rapids have de- 
veloped a skill which gives the manufacturers of furniture 
there an advantage over other communities which might 
think that, as materials were as convenient to them, they 
could manufacture furniture as cheaply as Grand Rapids. 
Both the personal skill of the individual worker and the 
large body of skilled workers to draw from give the furni- 
_ ture manufacturer of Grand Rapids a source of differential 
_ gain through the labor he employs. 
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So also if in a given industry Belgium has workmen who 
excel in skill the workmen in this industry in England, the. 
manufacturers of Belgium have a source of differential gain 
over those in England. It may happen that the markets of 
the world have sufficient demand to use the total output of 
both Belgium and England. It may be that the world de- 
mand is sufficient to use also the total output of another 
country, say France, whose laborers in this specific industry 
are inferior to those of England. Assuming that this is the 
case, let us see what advantage will come to the manufac- 
turers of Belgium and England through their source of dif- 
ferential gain in the greater skill of their workmen. 

Let us say that the workmen in Belgium skilled in this 
industry can produce 5,000,000 of the article in a year at a 
cost of $.12, including the normal profit necessary to induce 
the manufacturer to produce them, that the workmen in 
this industry in England can produce 3,000,000 at a cost of 
$.14, and that the workmen in France can produce 2,000,000 
at a cost of $.16. Let us further assume that no other coun- 
try produces any of this article at a cost of less than $.18. 

First, what will the price be? This is of course depend- 
ent upon the demand of all possible buyers in relation to 
the supply. In the following schedules, if the world demand 
at the given prices is as in the first column, all three coun- 
tries will manufacture at a profit; if the second column 
shows the world demand, none will be manufactured in 
France; and under the third column schedule only Belgium 
could manufacture it with profit. The schedule for column 
A should be read, ‘‘If the price is $.12 the world demand is 
15,000,000; if the price is $.13 the world demand is 14,000,- 
000’’; ete. 


World Demand World Demand World Demand 


Price Schedule A Schedule B Schedule C 
$ .12 15,000,000 11,000,000 6,000,000 
13 14,000,000 10,000,000 5,000,000 
14 13,000,000 9,000,000 4,500,000 
15 12,000,000 8,000,000 4,000,000 
16 11,000,000 7,000,000 3,500,000 
Dvigg 10,000,000 6,000,000 3,000,000 
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Under Schedule A, what will the price be? By assump- 
tion only 10,000,000 can be produced by all three countries 
and the price will be the price at which the world will buy 
that amount, $.17. If price were $.16 there would be a mar- 
ket demand for 11,000,000 and only 10,000,000 to supply this 
demand. Those who were willing to pay $.17 to get 10,000,- 
000 would pay that price to secure that amount, and those 
who would pay $.16 but would not pay $.17 would have to 
go without. 

If the market price is $.17, what will be the atbation 
which comes to Belgium ues England through their dif- 
ferential gain because of the inherent superiority of their 
laborers in this industry? France will receive one cent 
above that cost, which includes normal profit, England three 
cents, and Belgium five cents. Belgium thus has a differ- 
ential gain over France of four cents and a differential gain 
over England of two cents, while England has a differential 
gain of two cents over France. All can manufacture it with 
profit, but those who have a source of differential gain have 
an extra profit due to an advantage not possessed by the 
others. 

To determine the market price under Schedule B, we need 
first to note that at price $.12 France and England cannot 
afford to manufacture, and the supply would be only Bel- 
gium’s 5,000,000. At $.14 England can afford to manufac- 
ture 3,000,000, and the supply at that price will therefore be 
8,000,000. Only at price $.16 will the supply include the 
2,000,000 which France will produce if the price is high 
enough to give her a profit. As to actual market price, it 
now becomes merely a question as to what price will equal- 
ize demand and supply. At $.14 demand for 9,000,000 ex- 
ceeds the 8,000,000 which can be supplied, but in order to 
get this extra 1,000,000 from France price would have to go 
to $.16, and at $.16 the demand is less than could be supplied 
by Belgium and England alone. That is, if price is allowed 


to go to $.16 some of the manufacturers of Belgium and 


England who really could make a profit at $.14 will not be 


_able to sell their product. They will therefore bid the price 
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down to where they can dispose of their product, to the 
point, that is, where demand equals supply. The market 
price evidently will be $.15, and Belgium will have an extra 
profit over that received me the English. This extra pront 
is her differential gain. 

3. Differential Gain in Entrepreneurship—tIn addition 
to having an advantage over competing businesses with 
respect to land and labor, a business or a nation may have 
advantages which arise from the superiority of entrepre- 
neurship. Even with essentially the same raw materials 
and the same quality of labor, one business through supe- 
rior organization or superior management may have a de- 
cided advantage over its competitors; and in so far as it 
has this advantage through a method or through the supe- 
rior ability of some one so identified with the business that 
he will not leave it, this is a source of differential gain. 

In proportion as large-scale production is more efficient, 
the large-scale producer has a source of differential gain 
over those of his competitors who must produce on a small 
scale. If a manufacturer has a control of a patent which 
gives him an advantage it is a source of differential gain. 
So also if the entrepreneur is a genius in organization a 
differential gain comes to the business directly in propor- 
tion as this organization makes the labor or machinery or 
the organization as a whole more effective. 

So important is this aspect of entrepreneurship that it 
might almost be said that the chief difference between a 
high-class entrepreneur and an ordinary entrepreneur is 
that the high-class man either finds a differential gain or 
makes one. This means that the high-class man is not con- 
tent with an ordinary profit and will not start into a busi- 
ness unless he sees distinct advantages which it possesses 
or distinct possibilities for superior organization bringing 
in more than norma] returns. As long as the business with 
a differential gain has competitors it cannot be fairly said 
that the extra profits which come to it from its source of 
_ differential gain are in any way unfairly taken from the 
consumer; and therefore the entrepreneur in his search for 
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differential gain occupies a distinctly advantageous posi- 
tion. He is seeking to increase his gains without either 
lowering wages or raising price, at least so far as the prin- 
ciple of differential gain is concerned. 


DIFFERENTIAL GAIN AS ECONOMIC GUIDANCE 


An individual chooses his business primarily with refer- 
ence to his individual profit, sometimes without any more 
specific reasons for thinking it profitable than the popular 
belief that it is profitable or because some one he knows has 
found it so. In any careful analysis of the possibilities of a 
business, however, one cannot very well avoid considering 
whether it has, or can be made to have, any source of differ- 
ential gain. 

In any given litie of business there is a normal rate of 
profit. This may be higher for the jeweler than for the 
clothier and higher for the clothier than for the grocer, but 
the individual grocer who has a source of differential gain 
over his competitors measures his total differential gain as 
the total by which his profits from this reason exceed the 
normal profits of grocers in general who make up his com- 
petition. His most formidable competitor may also have 
sources of differential gain; indeed, he is apt to have. It 
is, in fact, generally true that all the leaders in any indus- 
_ try have sources of differential gain, some of these sources 
in each case not being open to any competitors and some 
not being open to all of them. 

In buying a grocery store which is evidently making more 
money than most grocery stores it is highly important for 
the buyer to understand the real source of differential gain, 
and whether its extra profit is really differential gain. This 
source of differential gain may be in its location, it may be 
in part in its exclusive agency for certain popular products, 

it may be in other things which will pass to the new manage- 
- ment, or it may be in the entrepreneurship of the manager 
who is selling out. On the other hand, the source of its 


extra profit may not be really of the nature of differential 
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gain, for it may be that there is no real advantage which — 
this grocery has over its competitors which its competitors 
cannot adopt if they want to. It may be that its competitors 
do not keep high-class goods, and one of them may be even 
now selling out to a man who will put in first-class goods. 

If, then, the advantages of a store are temporary or 
equally open to its competitors, the buyer will not act wisely 
if he pays as high a price as it might be worth if the advan- 
tages were more permanent, not open to competitors. In 
fact, in the merchandising business only exceptional loca- 
tion, exceptional reputation, and exceptional organization 
are important sources of differential gain which can in large 
measure be transferred. 

1. Development of Differential Gain in Private Competi- 
tion.—The search for sources of differential gain must be 
ranked high among the incentives which are responsible for 
the development of industry. The inventor may find his 
opportunity in a business of his own in which his patent 
gives him a source of differential gain over competing ar- 
ticles which lack the distinctive patented features; but more 
often he finds it in the sharp competition for his patent by 
industries in which its ownership will give an advantage 
over competitors. So keen is the competition for sources 
of differential gain in manufacturing that the larger con- 
cerns maintain laboratories to develop patents and secret 
processes which will give them advantages over competi- 
tors. 

So far as modern industry is concerned, the old days of 
steady plodding work along accepted lines, depending 
chiefly on doing the same thing a little better than competi- 
tors primarily through extra attention to detail—these days 
have gone forever. The miner is seeking better ways of 
mining, richer deposits of ore, anything which will give him 
an advantage over his competitor; and he is seeking them 
not that he may run his competitor out of the market by 
cutting price, but that while his competitor is making a nor- 
mal profit he himself may secure a more than normal profit. 
' For so far as price is fixed by competition it is chiefly by the 
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competition of those who are making only normal or less 
than normal profits. These latter are fighting for their 
commercial lives; but those who have a real source of dif- 
ferential gain are assured of a profit, proportionate to this 
differential gain, over and above the profit of those who 
have no such source of gain. 

2. Development of Differential Gain in National Com- 
petition.—Just as private competition forces the individual 
to seek that business which gives him the greatest advan- 
tages, the competition among nations for the markets of the 
world forces the development of every source of differen- 
tial gain. One nation has marked advantages in iron and 
coal. It strives to add to those advantages by the best 
processes of mining and manufacture. If its citizens have 
special capacity for mining or for the iron and steel indus- 
tries, here is another advantage which at least some of its 
competitors do not possess. 

Ultimately the nation will normally develop those indus- 
tries in which it has sources of differential gain as com- 


_ pared with other nations. The law of comparative cost 


furnishes the dividing line between the industries in which 
a country has such advantages that it can compete in the 
markets of the world and those industries which, if devel- 
oped at all, must be developed primarily or solely for the 
home market. Moreover, if its competitors are keenly alive 
and yet are unable to compete as profitably, there can be 


_ little question that the nation which excels in this industry 


has in so far as this industry is concerned some source of 


_ differential gain. On the other hand, when three or four 
_ nations are competing on equal terms the normal assump- 


tion is that they have no sources of differential gains over 
one another or that their respective advantages about bal- 
ance one another, though all of these nations may have dis- 


_ tinct advantages over less fortunate competitors. 


The point to keep in mind here is that economic laws work 


_ primarily through the self-interest of individuals; and that 

_ foreign trade is not so much an original stimulation to the 

- development of efficiency as it is a supplementary influence. 
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Primary competition is normally for the immediate market, 
which is usually a home market and may be much more re- 
stricted. Indeed, much of the competition which develops 
the resources of a country is in industries in which foreign 
markets are barred by the bulk of the product in proportion 
to its value or the nature of the finished products. It is 
normally only in those industries which have marked effi- 
ciency in the home market that the foreign market can add 
still further incentive; but for those industries world com- 
petition brings not only reason for further efficiency, but a 
knowledge of the methods used by foreign competitors. 

3. Relation of Differential Gain to Marketing Policy.— 
Just as the production department of a manufacturing plant 
seeks every possible source of differential gain, so also 
every source of differential gain in marketing is eagerly 
sought after. If the product has a national distribution 
which has hitherto been carried on by using the normal 
channels of wholesaler, jobber, and retailer, and a competi- 
tor builds up a system of direct distribution to the retailer, 
or a system of direct distribution to the consumer, the 
old system of distribution must meet the competition of 
the new. This fact is the real guaranty that there is not 
a long list of middlemen who are useless and whose pres- 
ence loads a needless burden of cost on the consumer. 
The people who are in every phase of the business are seek- 
ing a way of reducing costs as a method of increasing their 
profits, and if there are cheaper ways it is almost certain 
that the people specializing in the business will find them. 

As a matter of fact it may happen that one concern may 
find that for them the cheapest method of reaching the con- 
sumer—that is, the method which will allow them to sell for 
the lowest price to the consumer—is by employing estab- 
lished channels. It may be that the nature of the product 
or the volume they produce is such that it would cost more 
to establish and maintain a direct-to-the-retailer or direct- 
to-the-consumer method than distribution costs by the reg- 
ular wholesaler-retailer method. On the other hand, a com- 
_peting concern may believe it can cut marketing costs by — 
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establishing its own separate system of distribution. In the 
long run, however, if either is distinctly cheaper than the 
other we may rest assured it will be adopted by every con- 
cern whose volume allows that method to be used. 

A new concern starting in business will normally pattern 
its marketing methods after those of established concerns. 
Certainly it will act unwisely unless it does so or unless it 
has secured the services of a trained man in that field who 
has studied the old system carefully and planned carefully 
a more efficient method, checking it carefully with existing 
marketing channels and practices. The world is full of 
plausible schemes for new systems of distribution, but be- 
fore the man who has no marketing training listens too 
sympathetically he should realize that anyone who can re- 
duce marketing costs for the huge existing marketing or- 
ganizations can find a market for his idea. Not even a new 
idea in manufacturing is more eagerly sought for. 

A man who can reduce the marketing costs on Ford cars 
by even one dollar can save the Fords one million dollars 
a year. A man who can reduce the sales expense of Sears- 
Roebuck even 1 per cent will find a rich reward. It is true 
that people who know nothing about the present costs in 
either organization may find it rather hard to gain a hear- 
ing to prove they have a better way, but it is also unlikely 
that they have a better way—unlikely that they know 
enough about the problem to have a solution. But if any 
such person has a real solution he will find a readier sale 
for it, and a much greater reward, if he will go to work for 
the organization and learn enough about the details of how 
_ things are at present accomplished. Incidentally he will, 
if he has a real idea, be able to adjust it to the practical 
requirements of marketing facts. 

One of the great sources of differential gain in marketing 
is marketing volume. It is true that disaster often over- 
takes those who strive to develop marketing volume more 


- rapidly than competition and the nature of the product and 


- marketing channels allow; but, once marketing volume is 
achieved, it is a source of differential gain over all competi- 
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tors who have not somewhat equally great marketing vol- 
ume. Well-established channels wear deeper with time and 
volume, and when a product has achieved a high reputation 
with the trade and with the consumer this good will is a 
source of differential gain in so far as it maintains or in- 
creases volume or lowers selling costs in any way. 

High in the list of the means by which a source of dif- 
ferential gain in marketing may be established we must 
place advertising. A good name, a good slogan, a good 
reputation, these are all sources of differential gain. They 
reduce marketing costs, and they deliver to the consumer a 
distinct utility which is neither material nor time nor place 
nor form. Often it is a social utility, a thing which has 
value in the eyes of the buyer because it gives him standing 
in the eyes of his fellows. The name inside his hat may 
have a value quite apart from the quality of material and 
style. The name on the box of candy may have a value 
which overshadows a really superior but less well-known 
candy. 

There are other soaps that float, but only one Ivory soap. 
There are other fountain drinks of much the same color and 
character, but only one coca cola. And postum and grape 
nuts have had their sale not merely because of merit, but 
because they ‘‘make red blood’’ and are ‘‘on the road to 
Wellville.’’ Both these aspects of advertising will be dis- 
cussed in the chapter on the ‘‘Productive Efficiency of Ad- 
vertising’’; but they have an especial relationship to the 
principles of differential gain. Anything which increases 
volume or otherwise lowers either selling or manufacturing - 
cost gives the concern which possesses or develops it most 
effectively a source of differential gain; and anything which 
delivers to the consumer a source of satisfaction which com- 
peting articles do not possess normally results not only in 
the satisfaction of the consumer, but in a differential gain 
to the producer, whether the producer is manufacturer and 
marketer or merely a merchandiser. 

Summary.—LEfficiency depends upon the effective utiliza- 
tion of two classes of factors, those which competitors have, 
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or can secure, and those which for one reason or another 
are not available to competitors. The Michigan Central 
Railway has a source of differential gain on all freight be- 
tween Chicago and Detroit. The Chicago, Milwaukee & St. 
Paul has a source of differential gain on freight between 
Seattle and Chicago. These roads have the most direct 
line between those points, and in the very nature of things, 
if their competitors make money hauling freight between 
those points, these railroads will make more. The normal 
source of gain to railways is the efficient utilization of fac- 


tors which all railroads have in common with their competi- 


tors—organization, labor, and equipment. The sources of 


_ differential gain, however, are those advantages which one 


road may have which its competitors cannot secure. 

The very nature of competition results in every concern 
seeking every possible advantage. This tends to develop 
the greatest possible efficiency on the part of those factors 
common to all competitors, and reasonable efficiency in this 
respect is essential if the concern is to survive. In its ef- 
forts for greater than normal profits, however, each con- 
cern tends to develop, whenever possible, some source of 
differential gain, some advantage which is not open to all 
competitors. In this struggle for superior advantages, 


manufacturing advantages are no more important than 


marketing advantages. A device for manufacturing may 
be patented, and so may a device for marketing, even though 


_ it is so immaterial as a word or phrase. The extent of the 


_ differential gain is solely a question of results, as the trade- 


mark may be more important than the process. 
The seeking for sources of differential gain is one of the 


_ most potent forces in the development of both manufactur- 
_ ing and marketing; and this insistent continual search is a 


_ guaranty in the very nature of the present order that any 


eee ge 


_ methods of material distribution now present in our mar- 
keting system which are more wastefui than any other 


_ methods which our marketing genius can devise will be 


displaced by those more efficient methods. The rewards for 
_ marketing efficiency both in salary and in profits are not less 
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than in manufacturing, and a method which no one will risk — 
money on is not likely to have sources of differential gain. 


PROBLEMS 


1. If land in the Columbia River basin can be bought for $10 an acre and 
it costs $190 an acre to irrigate it, why can one not buy such land 
after it is irrigated for $200 per acre? How will the price of such 
land be determined with reference to unirrigated land which is good 
for farming purposes and which can be purchased for $100 an acre? 

2. A firm consists of one active and two silent partners and its balance 
sheet shows it is worth $200,000. It has a sales manager whom it pays 
$5,000 a year. Under what conditions may it be to the interest of the 
firm to give him a partnership as well as his salary, even though this 
salary is larger than other institutions of the same size are paying? 

3. If we assume the following individual supply schedules as being the 
only sources of supply, and the following general demand schedule, 
what is the market price and which manufacturers probably have a 
source of differential gain? 


A gan supply 5,000,000 at $2.00 The public want 6,000,000 at $2.50 
1,000,000 “ 2.10 iy “ 7,000,000 “ 2.40 
Cis pectin d O00 000% conuone Oipnianes ss «8,009,000 “ 2.30 
Dives $A O00S000 Me tokOO La - «9,000,000 “ 2.20 
Bes eo ith tel OOOKOG OW ou a4 Ope eee st “10,000,000 “ 2.10 
ite « 1,000,000 “ -2.50 “ f 11,000,000 “ 2.00 


w 


4. If the government puts a tax of twenty cents on each article in Problem 
3, what will the new selling price be if the demand schedule remains 
the same? How much of this tax will the consumer pay? How much 
less differential gain will come to A? 

5. If the government pays a subsidy of twenty cents on each ple 
what will the price be and how much will the former purchasers gain 
through lowered price? Will A make more or less, and how much, 
when the subsidy is in effect as compared with his gains under no tax? 


REVIEW PROBLEMS 


1. Granted that in a given line of business there are many failures every 
year, a great many who are making fair profits, and a few who are 
making large profits, which group is in all probability really determin- — 
ing the prices which the consumer pays? 

2. Name the four great economic revolutions since feudal times bd point 
out what each has to do with the present state of the grocery business. 

3. Assuming that land which has a cash rental value of $10 an acre is 
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subject to a 2 per cent tax on its full value, what will it be worth 
per acre? Assume that money is worth 6 per cent in such investments 
and prove by showing that the rental value less the tax is 6 per cent 
of the market value of the land. 
Some of the more extreme socialists assert that workmen should live 
in the houses they build instead of letting other people reap the fruits 
of their labors. Show why in the very nature of our present order 
this could not satisfy the laboring class even if we disregard the inter- 
ests of those who hire the house built. What workmen would go un- 
rewarded under this plan? Why would this type of reward not satisfy 
the workmen on the house? 
5. Why may a protective tariff on farm products be of more interest to 
the farmers of Michigan than the farmers of Kansas? What types 
of farmers in Michigan might be especially interested? 


4. 
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CHAPTER XVII 
THE TESTS OF PRODUCTIVE EFFICIENCY 


Erriciency in Propuction or MateriaL Goons 
Does Our Present Order Produce the Right Things 
Does Our Present Order Produce Things of the Right Quality 
Does Our Present Order Produce Things in the Right Quantity 
Does Our Present Order Provide Reasonably Continuous Production 
EFFICIENCY IN PropuctTioN OF MaRKETING SERVICE 
Material Production as a Basis of Marketing Efficiency 
Marketing Investigation 
Service Organization 
Marketing as Stimulation of Material Production 


EFFICIENCY IN PRODUCTION OF MATERIAL GOODS 


Criticisms of the productive efficiency of our present or- 
der may be divided into two main classes—criticisms on the 
basis of production with reference to the relative impor- 
tance of human needs, and criticisms with reference to effi- 
cient use of factors. In both cases the standard of judg- 
ment should of course be what we can reasonably expect in 
view of the fact that human nature is what it is. This mat- 
ter of productive efficiency may be considered as a test of 
our present order,’ in which event the question at issue is, 
‘‘Would our productive efficiency be greater under social- 
ism than under our present order?’’ On the other hand, 
the critique of productive efficiency may have as its end in 
view the increased efficiency of our present order, and in 
this case the full question at issue is, ‘‘Without changing 
our present order, or assuming a change in human nature, 
what things are there in our present production which are 
so inefficient that if they were understood they would be 


_1The most violent criticisms of our present order are directed at the system 
of distribution which results in such unequal incomes, but production comes 
in for its full share, especially as regards marketing and merchandising. 
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remedied through self-interest manifesting itself through 
competition and legitimate government regulation?’’ 

In either event, the tests of productive efficiency involve 
four things: (1) Does our present order produce the right 
things? (2) Does our present order produce things of the 
right quality? (3) Does our present order produce things 
in the right quantity? (4) Does our present order provide 
reasonably continuous production? The first two questions 
deal primarily with tests of the individual article, as to 
whether it should be produced at all, and if so whether it is 
what it ought to be. The third and fourth questions, at 
least so far as our present order is concerned, are about 
equally manufacturing and marketing problems. 

1. Does Our Present Order Produce the Right Things?— 
This question has two aspects. One of them has already 
been answered, so far as the economics of marketing is con- 
cerned, in the discussion as to whether demand should be 
based on economic wants or human needs. Effective de- 
mand, under our present order, will continue to be based 
upon economic wants, and it is these economic wants which 
are the determining motivations of production. In so far 
as self-interest is informed as to what others want, it pro- 
duces the right things to satisfy those wants. 

We may even go further than mere defense of the present 
system in this respect and say that through competition of 
the various producers the consumer has presented for his 
consideration such a wide variety of products that, though 
the amount of what he may demand is limited by the amount 
he produces, yet the individual things he actually demands 
on the market are, so far as his intelligence permits him to 
see them, the right things for him. Moreover, if the right 
thing in the eyes of individuals seems harmful to the group 
as a whole, our present system provides for government 
regulation of the production of anything, and of the market 
demand for it. So far, therefore, as either private intelli- 
gence or group intelligence can direct, our present system 
does produce the right things; and it is not a fair test to 
ask any system for human beings to produce things which 
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would be the right things if human nature and wisdom were 
other than they are. 

The other aspect of the question accepts the assumption 
that production should be guided by economic wants rather 
than human needs, and asks whether the present system 
leads us to use our resources in the most effective fashion 
for the production of those things which will satisfy recog- 
nized human wants. It asks whether, under the seeking for 
private gain, there are not some things manufactured in 
such quantities that resources are not available for produc- 
ing some of the things for which there is a real economic 
demand. | 

The answer to this question must, of course, admit that 
the wisdom of entrepreneurs is far from infallible, yet we 
may legitimately insist that the normal tendency is for 
entrepreneurs to produce all things that people want badly 
enough to pay for at a price which will yield a profit. Under 
the present system the importance of each economic want 
makes itself increasingly evident in proportion to the rela- — 
tive scarcity of the goods which satisfy that want, and if 
too little were produced the rising price would offer such 
profits as to insure its production. 

2. Does Our Present Order Produce Things of the Right 
Quality?—The friends of the present order should not be 
too enthusiastic in their affirmative answer. It is human ~ 
nature, when not guided by far-sighted marketing policy, 
not to protect others in matters of quality. In such cases 
an answer favorable to the present order depends in large 
measure upon the fact that we recognize it as the function 
of government to protect the interests of the group as a 
whole. The government establishes standards of weights 
and measures, and if it finds the public victimized by in- 
ferior or adulterated products it establishes standards of 
quality. Of course, with human nature what it is there 
seems neither in practice nor in theory any reasonable foun- 
dation for the belief that any form of supervision (whether 

communistic, socialistic, or of the present type) would be 
able to prevent inferior products being produced. Our fa- | 
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vorable answer must not, therefore, suggest that quality is 
perfect under our present order, but rather that our pres- 
ent combination of self-interest and government regulation 
can secure at least a good average quality in things in gen- 
eral and far higher quality in fields of special reward. 

Happily, also, the answer is more decidedly in favor of 
the present system because of the standardizations of qual- 
ity brought about by recent developments of marketing 
which have placed competition primarily on the basis of 
quality rather than price. In more and more industries in- 
spection is becoming a part of the marketing process, 
and this inspection is not confined to the inspection of the 
product by the manufacturer. Manufacturers of shingles 
in the Northwest, for instance, have a trade-mark which 
no individual manufacturer is permitted to use except as 
his product is certified as to quality by inspectors over 
whom he has no control. 

Even where no such outside inspection exists, competition 
with an ever-increasing stress on quality makes sure that 
in proportion to his intelligence the buyer will consider 
quality as wellas price. It may be, of course, that low price 
is more important than high quality, but in this case also the 
present order is responsive. The manufacturer produces 
what the market demands in quality as in other things. As 
his profits are apt to be higher, however, when he markets 
on a basis of quality rather than on a basis of price, he 
tends more and more to stress quality, more and more to 
educate his customers to the advantages of articles of su- 
perior quality. 

- Yet even though we answer both of these first two tests 
of productive efficiency decidedly in favor of the present 
_ order, we should not assume that the present order pro- 
duces perfect results. The regulative function of govern- 
_ ment will not normally be invoked unless there are already 
_ Serious departures from the interests of the group as a 
_ whole, and the very fact that the government must inter- 
_fere in some cases to prevent the production of wrong 
_ things, or the wrongful sale of things highly valuable when 
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properly used, is almost prima facie evidence that other 
wrong things are being produced. So also, when the gov- 
ernment must interfere to keep unscrupulous manufactur- 
ers and dealers from victimizing the public in matters of 
auality, it is evident that our present order does not stand 
a perfect test in this respect. 

A consideration of the evils of the present system, how- 
ever, should not blind us to the defects of proposed substi- 
tutes; and it is when we consider the inefficiency of govern- 
ment to cope with the complexities of entire determination 
of production that we realize how well, in comparison, our 
present system of competition for private profit guides pro- 
duction with respect to producing the right things and 
things of the right quality. 

In this connection, moreover, we should note the possible 
dangers of government regulation as it may affect the qual- 
ity of things produced. The passage of laws against oleo- 
margarine undoubtedly had a most deleterious effect on the 
quality of butter, which regulations about butter itself have 
not offset. Not only in little country districts, but in New 
York, Chicago, and Seattle there are inferior qualities of 
butter which find a ready market which would be crowded 
out, and justly so, if the stigma of government condemna- 
tion were removed from substitutes for butter. Regulation 
by the government in this case is in the interest of one class 
rather than in the interest of the nation as a whole, the 
whole legislation being directly traceable to an illegitimate 
bid for the vote of farmers. 

3. Does Our Present Order Produce Things in the Right 
Quantity?—Both manufacturing and marketing are vitally 
concerned in whether things are produced in such quanti- 
ties as to insure efficiency in the use of resources consumed. 
The questions at issue may be made more evident if we 
compare the efficiency of the present order in this respect 
to efficiency under socialism, and ask the question, ‘‘ Would 

socialism produce things in the right quantity to insure 
- greater efficiency and less waste in manufacturing and mar- 
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keting than takes place under our present order with every- 
one seeking his individual profit?’’ 

In one respect this question must undoubtedly be an- 
swered in favor of our present system, but there can be 
little doubt that in another respect a well-organized social- 
istic régime would have the advantage. Under a properly 


organized socialistic régime the probable requirements of 


each section for each article would be sent in to a central 
bureau which would revise these estimates in the light of 
past experience, subtract any surplus supply on hand, and 
authorize the use of the national resources necessary to 
manufacture the amount needed. It is undeniable that un- 
der private competition we have at times a marked over- 
abundance of certain articles and a marked undersupply of 
others, and it is equally undeniable that limiting manufac- 
ture to a carefully estimated demand would both prevent 
this surplus and make evident the extent of the need for 
those articles which are undersupplied. 

In sharp contrast to this phase of the question is the rela- 
tive efficiency of the two systems with respect to efficient 
use of resources as made evident in the total output in pro- 
portion to resources consumed. In most cases any over- 
abundance is the direct result of this productive efficiency 
which results from the driving power and originality of 
personal initiative. The right quantity for an individual 
plant to turn out, as judged by productive efficiency, is the 
quantity which it can turn out to best advantage. Itis upon 
this sense of the right quantity that our present order de- 


_ pends chiefly to regulate right quantity with respect to mar- 


ket needs within the marketing period. Each manufacturer 
tends to strive primarily for efficient production, and though 
at any given time he keeps his manufacturing volume 


_ reasonably near what he hopes to sell he puts the burden 


on his sales force of disposing of the quantity which he 


- can manufacture to best advantage. 


This test of right quantity makes for efficiency in manu- 


q facturing and marketing; and the efficiency of the market- 


ing process would in itself in large measure overcome any 
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handicap which may have its origin in the fact that the 
amount manufactured is not previously determined by care- 
fully estimated demand. After all, the market demand is 
elastic, increasing not only in case the article is offered at 
a lower price, but increasing with the pressure of salesman- 
ship and advertising. It then becomes a question of whether 
the superior manufacturing and marketing efficiency of the 
present system will outweigh the production of wrong 
amounts, 

The answer surely must be an emphatic affirmative, for 
there can be little question as to whether the productive effi- 
ciency of the present system exceeds any possible produc- 
tion under a socialistic régime by an amount far more than 
our present total waste, even granting great waste in wrong 
material production and competition. Personal initiative 
is a no less important productive factor than iron and coal, 
and any system which bars this factor from its highest effi- 
ciency lowers production immeasurably. Through this 
Same personal initiative, moreover, the present system is 
making efforts to secure one advantage of the socialistic 
plan through careful investigations of probable demand 
and supply both by government and by private agencies. 

4. Does Our Present Order Provide Reasonably Contin- 
uous Production?—With the introduction of a modern 
banking system in the United States the answer in the fu- 
ture will almost surely be more favorable to the present 
system than in the days of recurring panics and financial 
depressions. England, the home of financial panics and 
overwhelming business depressions, had had no crisis since 
1866 till the World War; and, once the world gets straight- 
ened around again, business will show the result of the 
measures now being devised to control business cycles. — 
Even as regards business depressions, however, the defects 
of our present system are to be looked onnot so much as 
net loss, but as a cost, perhaps a necessary cost, of things 
well worth the price we pay for them. 
. Are not some things in our present system the perhaps 
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necessary cost of personal liberty and personal initiative, 
and are they not worth the cost either in themselves or as 
judged by what they produce for us in economic efficiency? 
Even in themselves, in their value to us as individuals, even 
under the stress that follows the disorganization and huge 
public debts of the World War, the answer would probably 
be overwhelmingly in their favor. The average American 
says a great many things uncomplimentary to the present 
order, especially in times of disordered production and 
shifting prices, but he would endure far greater inefficiency 
than the present order is ever likely to suffer under rather 
than have a socialistic régime to tell him what types of in- 
dustry he may enter or to regulate the quality and quantity 
of what he must produce. He will prefer to hold on to per- 
sonal liberty and individual initiative and to trust to them 
to get what he wants with such help as government regula- 
tion can afford him. 

The more strictly economic judgment favors the present 
order, however, because it regards many of the defects of 
the system as the cost of high efficiency in other respects. 
There are wastes in competition, without doubt, but are 
they net loss or merely part of the price of a phenomenal 
productive efficiency, not alone in material production, but 
in marketing? The purely economic answer in favor of the 
present system must be on this basis, that it is worth what 
it costs. Moreover, when through irregular production too 
great quantity of a given thing has been produced, the mar- 
keting efficiency which shoulders the burden of disposing of 
the excess product is itself a highly productive factor, not 
only saving the waste which would come through unutilized 
product, but creating new utilities and developing new mar- 
kets. And on the other hand, when production in a given 
line is insufficient it is our tremendous marketing efficiency 
which not only sees that the amount produced is sent to 

/ where market demand is greatest and that all available sub- 
stitutes are utilized, but which brings to bear the insistent 
demands of the market for more efficient production. 
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EFFICIENCY IN PRODUCTION OF MARKETING SERVICE 


With every development in communication and transpor- 
tation, marketing links distant communities more closely 
together. The interrelations of specialization which make 
the ordinary wooden box the joint product of literally hun- 
dreds of thousands of workmen reveal the complexities of 
marketing which underlie every phase of the co-operative 
process by which we live. How much of the cost of the 
average article we buy represents manufacturing cost, how 
much represents marketing cost, and in view of the com- 
plexities of the two processes which cost is the most rea- 
sonable? 

In considering whether our marketing service is efficient | 
we need to consider its two functions, supplying demand 
which already exists and diverting to an individual product 
a sufficient amount of general market demand to utilize the 
supply of that product at a price which includes a profit. 
In both these aspects marketing opens almost limitless op- 
portunity for personal initiative, from the initiative which 
supplies evident need with easily accessible things to the 
initiative which not only seeks out but creates desires and 
brings from most diverse sources the things which will 
satisfy them. 

1. Material Production as a Basis of Marketing Eff- 
ciency.—It is conceivable that a great market might be built 
up in a place which produced nothing but this marketing 
service. Goods could be brought to this place as a distrib- 
uting center, and if it were fortunately situated, and pos- 
sessed entrepreneurs with marketing genius, goods might 
be marketed through this place as a distributing point more 
cheaply than through competing markets. Almost inevi- 
tably, however, places with such advantages of position 
would have advantages for the production of material 
goods; and on the other hand the place which produces a 
considerable quantity of material goods will necessarily 
have an advantage as a marketing center because of the 
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marketing processes involved in disposing of those goods 
and securing other goods in return. 

Almost inevitably the channels of marketing are cut first 
by the outflowing of material products and the inflowing of 
goods purchased by those material products. As these first 
marketing channels become worn deeper the entrepreneur- 
ship of marketing finds it easier and easier to extend the 
marketing process. Large-scale production may bring even 
greater economies in marketing than in manufacture; and 
as the material products of the marketing center are in- 
creased there are definite channels of trade established with 
other marketing centers. Only after this stage, as a rule, 
does marketing establish itself in any center as a markedly 
productive factor independent of the supply of the material 
products of that immediate community or the demand cre- 
ated by them. 

2. Marketing Investigation—A legitimate advertising 
agency prefers not to take charge of a manufacturer’s ad- 
vertiging without making a marketing investigation. This 
includes not only an investigation of general demand for 
such articles, either active or dormant, but an investigation 
of what qualities in such articles have influence in deter- 
mining choice, how the article satisfies these requirements, 
what competition the manufacturer must meet, and of what 
kind, and the mediums which will be most effective in reach- 
ing those people whom the advertising must influence. 

If such a marketing investigation is not made by outside 
experts the manufacturer must make it for himself. Any 
intelligent sales plan must be preceded by such investiga- 
tions or it will almost surely result in wasted effort and 
wrong price. Moreover, the very product itself needs to 
have such an investigation made to determine how it may 
best fill the requirements of prospective buyers. 

On the other hand, the intelligent buyer will have investi- 
_ gations made as a guide to what he shall buy, and where and 
at what price. In many cases, it is true, this investigation 
is made for the buyer by the seller; and not the least pro- 
ductive of the phases of modern marketing is that these in- 
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vestigations by sellers for buyers are often more depend- 
able and far more economical than any investigations the 
buyer could make for himself. The jobber’s salesman, for 
instance, in proportion as his house performs this service, 
can tell a grocer the relative amounts of two brands of pork 
and beans which will sell in his community much more ac- 
curately than the grocer can determine it for himself; and 
the highly competent salesman of the shoe manufacturer 
can, in co-operation with the local merchant, more accu- 
rately estimate the demand for certain types of shoes than 
the local merchant could hope to do without such help. In 
fact, a knowledge of the larger trends of marketing tend- 
encies are part of the essential equipment of the manufac- 
turer and jobber, and it is to their interest to add to the 
efficiency of those who dispose of their products by guiding 
their buying aright. 

3. Marketing as Stimulation of Material Production — 
Marketing in its most evident aspect is the process of dis- 
posing of supply and filling demands. In one case demand 
by an outside community may be the factor which stimu- 
lates supply; in another case the necessity of finding a mar- 
ket for an easy and abundant supply may stimulate outside 
demand for the product. In either event increasing volume 
means increase of the marketing function; but as market- 
ing develops it becomes part of the marketing function to 
stimulate both demand and supply. From the side of de- 
mand its functions may be regarded as (1) the supplying 
of an outside demand with products either produced at: 
home or secured from other sources, and (2) the supplying 
of home demand either by goods produced at home or goods 
secured from outside. 

As home demand is limited by home production, there- 
fore, one of two groups of distinctive forces which cause a 
market to expand and which restrict the development of a 
market, center around home production. In proportion as 
material production at home can be stimulated the volume 
of marketing will increase; and as the wealth of the com- 
‘“Tunity is more increased by the utilization of both raw 
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materials and service than by the utilization of service 
alone, it is to the especial interest of a community to grow 
as a marketing center by increasing material production 
rather than by serving chiefly as a mere distributing center 
for products produced elsewhere. 

This phase of marketing, the marketing of products pro- 

duced at home, has a double stimulation because it involves 
two profits rather than one—the profit of material produc- 
tion, which cannot be realized without the marketing proc- 
ess, and the profit which is a legitimate part of the market- 
ing process itself. In the process of manufacture, more- 
over, a whole series of demands have been created through 
purchase of labor and materials, and the marketing of the 
finished product is absolutely necessary in order that more 
labor and raw materials may be secured for further pro- 
duction. This forced marketing is part of the constant 
rivalry within any well-organized manufacturing concern, 
the sales force trying to keep ahead of the manufacturing 
force and the manufacturing force trying to turn out prod- 
uct fast enough to keep a supply on hand for sales demands. 

Summary.—tThe general tests of productive efficiency are 
met by the present order much more successfully than they 
would be by a socialistic régime. This does not mean, how- 
ever, that the unrestrained exercise of private initiative has 
not been productive of much waste. Some of this waste is 
doubtless a necessary cost of utilizing the productive force 
of private initiative, but much of it is needless waste. 

Of this needless waste, much is being eliminated by the 
same private initiative which was the source of it; for 
waste means loss, and self-interest strives to avert needless 
loss. In the interest of the consumer and to maintain com- 
petition, the government must look sharply into agreements 
to limit production in view of estimated demand; but pri- 
vate investigation and government reports are already be- 
ginning to supply sufficient information as to probable de- 
mand and supply to avert the greater part of the waste 

arising from wrong production; and marketing on a quality 
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instead of a mere price basis has largely cut down the she 
in the marketing process itself. 


PROBLEMS 


1. How can we say that our resources are well utilized when hundreds 
of thousands of dollars are spent boring oil wells which never give oil? 

2. If a new washing machine is to be manufactured, what advantages 
might come from having a marketing investigation made before any 
except the model machine were manufactured? Is this investigation: a 
part of production in the economic sense? 

3. How can we say that our present order produces things of the right 
quality when it produces poor-quality shoes? When is a poor-quality 
shoe a right quality and when is it a wrong quality? 

4. Granting that under a socialistic régime there would be no shoes as poor 
as the poorest now produced, why is it unlikely that the shoe-manu- 
facturing industry would keep on developing at its present rate? 

5. The socialist very properly points out that socialism is not striving 
merely for more money for the workman but for less work and more 
time to improve himself. Even if all the idle were put to work and 
most of the middlemen were put to farming or manufacturing, a de- 
cidedly shorter day would involve producing far fewer things than 
are now produced. Name four or five things now sold in stores which 
would be most likely not to be produced. Are these things which in- 
volve much skill or little? Are they things which motivate further pro- 
duction? 


REVIEW PROBLEMS 


1. What reasons for government inefficiency does Adam Smith give which 
could be used as arguments to show the probable productive inefficiency 
of a socialistic order? | 

2. In Chapter VII the distinction was made between production for de- 
mand and production for social needs. Name an industry whose prod- 
ucts can be justified under social demand, though the labor and capital 
might be diverted to other purposes if production were only for social 
needs. 

3. Distinguish between entrepreneur efficiency and residyalist artheds in 
the clothing business. 

4. In what respect is the agitation against married women teaching shoe 
economically unsound? 

5. When a community exports wheat and imports farm machinery does 
it act more wisely than if it imported automobiles as purely pleasure 
vehicles? What is the economic test? How can the buying of an 


automobile purely | as a pleasure car be justified in its relation is pro- 
duction? ~ 


CHAPTER XVIII 
ILLEGITIMATE PRODUCTION 
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ILLEGITIMATE PRODUCTS 


We have seen that an economic order whose motivating 
principle’ is self-interest is peculiarly responsive to eco- 
nomic demands, since it produces for the market whatever 
the free competition of buyers establishes as economically 
important by putting a price on it which will return a profit 
to the producer. Since the right price for anything is the 
price which will correctly regulate its production and its 
consumption, how then can we say that any product is 
illegitimate which commands a market price? 

This logical difficulty is not as great as it seems, for no 
economic order is conceivable without some form of govern- 
ment, and the prime function of government is to protect 
society as a whole from any group whose self-interest 
threatens the interest of all. In other words, the dominat- 
ing regulative principle of our present order is self-interest, 
and government should step in as regulator only when self- 
interest fails to guide economic activity aright. Manifestly, 
if the self-interest of a few makes them determined to be- 
come train robbers it is the function of government to 
restrain them; and between robbing a train and putting 
something into three pounds of butter to make it weigh 
four pounds the difference is chiefly in method. Really 
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the people of the United States are robbed of far more by 
the adulteration of food products than by train robbers. 

Even in a given case it is not easy to decide as to just 
when the government should interfere in commercial 
activities through which the public suffer. The principle 
is involved in the modern conception of what constitutes 
a legitimate commercial transaction, which is that both 
buyer and seller must profit. Broadly speaking, therefore, 
an illegitimate product is one which does not in the long 
run produce a profit to both producer and consumer; but. 
as the efficient producer will safeguard his own interests 
we are concerned chiefly with the illegitimate production 
as it affects the consumers. 

1. Products Harmful to the Conswmer.—It is evident 
that a product may be all right in itself, but yet be harm- 
ful to the consumer who uses it wrongfully. The outstand- 
ing illustration which all will recognize is the use of cocaine 
by drug fiends. This phase of the question might at first 
seem to be properly treated in a chapter on illegitimate 
consumption, but any real scrutiny of the facts makes it 
evident that the major portion of the price paid for cocaine 
by drug fiends or for whisky for beverage purposes is the 
entrepreneur and capital cost of marketing the product for 
illegitimate purposes. 

There is no reason at all why a quart of whisky for 
legitimate purposes might not sell for one dollar in the 
very city where a quart of whisky for beverage purposes 
would be worth ten dollars. The mere making of the 
whisky is the least costly phase of production; it is the 
illegitimate part of the process, the illegal part, which adds — 
the nine dollars to the price. The same is true of cocaine 
as sold to the physician and’ as sold to the drug fiend. 

Moreover, the marketing process has much more to 
answer for than the mere evasion of law. It is true that 
with respect to whisky and cocaine the marketing process 
consists largely in supplying demands not only already 
existent but already so insistent that the price ‘goes up 


to.a point which will induce men to risk jail sentences +o is 
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supply that demand. It is also true, however, that the 
marketing process consists largely in creating desire for 
these products. Drug peddlers cultivate new customers 
among boys and girls of high-school age, and those who 
make a business of selling illicit liquor seek out men and 
boys who would not otherwise buy liquor at all. 

It is not the purpose of this text to set up judgments 
as to the classes of products which are harmful to the 
consumer as such. For many consumers a thing is not 
harmful which might be extremely harmful to others. It 
is, however, clearly within the function of this text to call 
attention to the fact that every industry whose product 
is harmful to a very considerable body of its consumers 
almost necessarily develops illegitimate marketing proc- 
esses to cultivate and extend this harmful part of the 
trade. A legitimate commercial transaction is one which 
results in a profit to the buyer as well as to the seller, 
and marketing which markets products harmful to the 
consumer is fundamentally illegitimate. This is, of course, 
far in advance of many old conceptions, but the modern 
salesman of legitimate goods is interested not merely in 
having his buyer get his money’s worth, but in this buyer 
getting his money’s worth in something he ought to have, 
in something which will result in profit to him, not harm? 

2. Products Which Deceive the Consumer. — About 
equally under this heading and the preceding belong the 
_ nostrums advertised to cure all manner of diseases. They 
are discussed under this head because the advertising is 
intended to deceive the consumer. First it persuades him 
that he has diseases which he has not, and then that this 
nostrum will cure him as it has some ae or ball player 
or even preacher. In large measure these campaigns are 
successful because of the general distrust of the medical 
profession, itself believed by many to be a fruitful source 
__1One of the entirely legitimate aspects of self-interest is that those who are 
_ marketing legitimate products have a right, and are beginning to exercise it, 
to interfere with illegitimate practices which divert their customers’ purchas- 


‘ing power from legitimate products. Legislative measures to protect the con- 
_ SHmer generally originate or are powerfully supported inthis manner. 
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of much illegitimate production. But they are primarily 
successful because of the extreme gullibility of the victims. 

Stocks which promise large returns are another type of 
illegitimate product, in many ways worse than the more 
harmless of the patent medicines which harm their victims 
chiefly by robbing them of small sums of money. Regula- 
~ tions have not yet been devised to protect the public com- 
pletely from get-rich-quick schemes of which oil stock is the 
most flagrant, though most states are lessening the evil by 
making it illegal to sell stock which has not been approved 
by a state securities commission. Even though people 
know that after the first paying well is down any legitimate 
oil proposition can get all the money it needs without sacri- 
ficing its profits, yet an oil company with millions in stock 
for sale draws an unending train of victims, especially 
if the first victims are paid back some of their money in 
so-called dividends. 

The magazine Retail Selling, for February, 1920, con- 
tained an exposure of the methods used by fake detective 
agencies to get victims by advertising for people between 
the ages of seventeen and fifty-five to travel. The particular 
trick used was to tell them that the lessons and card of 
membership cost a fee of eight dollars, and that they were 
not to use this card themselves or lend it to others for the 
purpose of gaining free admission to theaters, picture 
shows, or prize fights, or as a means of escaping paying 
fare on trains. To avoid prosecution for using the mails . 
to defraud, the agency did not promise that this card would 
secure these benefits, which, of course, it would not, but 
the victim bought in the belief that it would. 

Any advertising which deceives the reader and induces 
him to invest his money unprofitably is illegitimate produc- 
tion. It is a product which does harm to the consumer, and 
more and more newspapers are realizing their responsi- 
bility to their readers. Many newspapers have, in fact, 
strictly as a business proposition, excluded from their 
advertising columns whole classes of articles, insisting that 
‘to give each advertiser the fullest possible value it was 
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necessary to exclude the advertisement of any product 
which readers might regard as on a lower plane. Some 
magazines have gone even further and not only refuse to 
‘take advertisements from anyone if they cannot guarantee 
their readers against loss from dealing with them, but 
shoulder the burden of deciding whether advertising in 
their medium will be profitable to the advertiser. 

The producer of legitimate goods has a right to be pro- 
tected from illegitimate competition. The legitimate enter- 
prise with stock for sale has a right to be protected from 
the unfair competition of oil stocks which are so often sold 
with promises of practically certain phenomenally high 
profits. The producer of really high-class butter has a 
right to be protected from inferior butter which barely 
meets a government butter-fat test which is so low as to 
allow butter to be part adulterant. The legitimate adver- 
tisement of a merchant has a right to be protected from 
the misleading advertisements of those who misrepresent 
in their advertisements and whose salesmen misrepresent 
goods to customers. In short, the deception of the consumer 
is a species of robbery which is against the interest of 
honest traders as well as against the interest of the victims 
themselves; and the remedy is coming not so much from 
the victimized customers as from legitimate business pro- 
tecting its legitimate self-interest. 

3. Products Harmful to the General Good.—Products 
harmful to the consumer are necessarily also harmful to the 
general good, but there are at least three fairly distinct 
reactions in public opinion which affect the marketing of 
such goods—(1) a feeling that individuals are being in- 
jured, (2) a feeling that so many individual consumers are 
being injured that it is harmful to the general good, and 
(3) that others besides the consumers are injured. Many 
are still smarting under what they regard as the rank 
- injustice of forbidding them to buy liquor for beverage 

+ purposes merely because, as they would say, others misused 
it. And while it is true that many of the loudest of these 
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complainers used liquor to excess and are actively engaged 
in breaking the law in this respect, yet there are many who 
feel this way who did not misuse it. In fact, a few who 
used no liquor themselves seriously object: to prohibition 
on principle. Prohibition would have been impossible, 
however, if the great majority of the citizens of the United 
States had not believed that it was harmful to the general 
good, that it was doing more harm than good not merely 
to the consumers and their families, but to employers, 
merchants, and the whole political situation. 

It is possible that in the future the government will 
interfere much more vigorously than it does at present in 
the matter of products harmful to the general good, but 
it will do so only in case public sentiment is in advance of 
government action. The tendency of the government is 
to regulate rather than prohibit, though it often regulates 
by means of prohibition, Thus it prohibits high speeds in 
automobile driving, not really intending to prohibit, but 
to regulate, what is clearly illegitimate production, some- 
thing one pays to secure which is against the general good. 
In some cities everyone is expected to violate the speed 
laws, but they are warned not to violate them too flagrantly 
or too disastrously.. 

This third type of illegitimate production in fact is much 
less apt to receive drastic government attention than either 
of the other types. Products which are directly harmful 
to the individual are apt to receive attention in proportion 
to the number so harmed or the prominence given the harm 
done. Products which deceive the consumer are apt to 
receive attention chiefly as they harm legitimate business 
by harming its customers or reducing their buying power. 
But products which harm some and do not harm others are 
not apt to receive government attention until public atten- 
tion becomes well established, though the test is in itself 
simple enough; for whether or not a product is legitimate 
is merely a question as to whether it does more harm than 
good to consumers as a whole. . 
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ILLEGITIMATE PROCESSES 


The first phase of illegitimate production is the produc- 
tion of wrong things—things either wrong in themselves 
or wrong for the purposes for which they are produced and 
- gold. In this connection it should be noted that the manu- 
facturer is generally intimately identified with the market- 
ing process, though he may keep himself legally clear from 
the illegitimate phases of marketing and even escape the 
condemnation of public opinion by shifting responsibility 
to the middleman and the consumer. Any manufacturer 
knows, however, whether a druggist buys Jamaica ginger 
and spirits of juniper compound to sell as medicine or 
as beverages in violation of the spirit of the prohibition 
law. It is true that the burden of guilt for exploiting the 
consumer rests upon the marketing process, whether or not 
it is controlled by the manufacturer, but it is also true that 
the legitimate manufacturer of such products frankly 
assumes his responsibility for taking precautions against 
his legitimate products getting into illegitimate channels. 

In contrast with products which have legitimate uses but 
are used largely in such ways as to make them illegitimate, 
there is a great deal, of illegitimate production whose ille- 
gitimacy consists not in the illegitimate character or use 
of the product, but in the illegitimate character of the 
process by which they are manufactured.* Every member 
of society is a consumer and he is therefore interested in 
the productive efficiency of every other member of society. 
He may have an altruistic interest in seeing others efficient 

because it brings to them greater happiness and greater 
- reward; but he is economically interested in seeing others 
efficient and in seeing natural resources efficiently used 


2A process is illegitimate if it uses wastefully either natural or human 
resources. Wasteful methods of lumbering, leaving unreforested lands unfit 
for agriculture, sweatshop methods, child labor which stunts the child and 


reduces his productivity throughout his life, and all wastefully inefficient com- 


binations of capital and labor belong to this general group of illegitimate 
processes. 
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because the more efficient production is the cheaper the 
product will be. 

Efficiency is largely a matter of right or wrong process, 
or perhaps we should say of superior and inferior proc- 
esses. The rights of the consumer are therefore trans- 
gressed when the government so interferes with productive 
efficiency as to make the price of consumers’ goods higher 
or their quality inferior. The rights of the consumer are 
also transgressed when any factor—whether landlord, 
capitalist, entrepreneur, or laborer—makes the process in- 
efficient. An inefficient process is economically unjusti- 
fiable except as it leads to a more efficient process. 

1. Use of Wrong Processes.—Except to call attention to 
the manner in which they victimize the consumer, often 
deliberately, we can scarcely take up the question of the 
wrong processes which result from the conflict between 
classes in their fight to secure, each for itself, the largest 
possible share of the surplus resulting from production. 
In these fights not only are the whole processes often 
stopped, but the wastes which occur from inefficiency of 
the factors, both individually and in combination, greatly 
exceed the losses which are the evident costs of strikes and 
lockouts. 

Without doubt the public is coming to recognize their 
rights in these matters, and the weight of public opinion 
when once aroused has a decided bearing in settling open 
conflicts; but much more efficient means must be found to 
insure the consumer his rights to efficient production of all 
that he consumes. The consumer class, which includes all 
others, has rights to efficient production which at least limit 
the extent to which one class has a right to make war on 
another, whether the aggressor be called labor or capital. 

Two other types of wrong process should make clear 
the principles involved in determining what constitutes an 
illegitimate process. One of these is the advocated return — 
to small-scale production and the other is the elimination 
of the middleman as such without regard to the compara- 
tive efficiency of the process which is to displace him. In 
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both cases it is a question of the efficient use of the factors 
involved, and in both cases the primary question is which 
process is the more efficient. If any decision is to be 
reached in favor of the less efficient process it must be 
by showing that it has advantages which compensate for 
its disadvantages, and in weighing these advantages and 
disadvantages the scales must be held not by labor or by 
capital, but by the consumer. 

This is the source of one of the great indictments against 
socialism and all forms of government production, that it 
is so inefficient that the consumer will suffer. No such 
inefficiency as is now (in 1919-22) charged against Russia 
can of course in fairness be charged against socialism 
as a necessary consequence of the system, for if socialism 
were adopted in the United States or England it would 
come (as all changes in our industrial order have come) 
as the result of an economic revolution extending over a 
period of years. It took 200 years to get the revolution 
of private rights reasonably established, and over 400 
years before real industrial freedom in manufacturing 
was attained. All later revolutions, the industrial revolu- 
tion of 1776, the revolution in transportation of 1840, and 
the revolution in organization of 1890, are still working 
on the task of making their revolution complete and getting 
rid of their imperfections. We could not expect socialism 
in the United States or England to overthrow the system 
of private property and production under private initiative 
and to establish itself as even reasonably efficient in less 
than half a century after it got the upper hand. 

This impossibility of hoping for anything like imme- 
diate results is the reason why socialism has so few adher- 
ents among the less emotional types. The laborer is 
interested in his real wages now, not in the wages of his 
grandchildren, and the more intelligent laborer sees in the 
threatened upheaval of socialism a long period of ineffi- 
_ ciency necessarily accompanying so radical a change. If 
- at the end of that period he sees an era of small-scale 
_ production or inefficient, government-owned, large-scale 
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production, he must see compensations for him as a man 
and a citizen which will more than counterbalance the un- 
deniable economic disadvantages of less efficient production. 

Much the same thing is true of emotional attempts to 
eliminate the middleman. So far as these attempts are 
aspects of co-operative buying and co-operative selling they 
will be taken up in the chapters devoted to those subjects, 
but as it is becoming an increasing part of the sweeping 
assertions which characterize political campaigns, the prin- 
ciple involved may well be stated here. The middleman 
triumphs over the co-operative buying plans under the law 
of comparative cost. If the user of coffee can buy it more 
cheaply, all things considered, by buying direct from the 
grower, he does so. If he gets it more cheaply by cutting 
out some of the middlemen he does so. But if a process 
which contains eight successive middlemen ean deliver to 
the consumer better coffee more cheaply than a process 
which has only two middlemen, then it is undeniable that 
the eight-middleman process is the more efficient. 

2. Wrong Use of Factors.——The use of a wrong process 
involves a wrong use of factors, but the illegitimacy of two 
phases of present-day production can perhaps be better 
understood if they are presented with reference to the 
factors themselves rather than with reference to the il- 
legitimacy of the process itself. The consumer is interested 
in having natural resources used in the most efficient man- 
ner. For instance, the lumbering methods which waste as 
much timber as they utilize are certainly illegitimate be- 
cause they are a wasteful use of the factor supplied by 
nature. This interest of the consumer is doubled because 
the most potent factor in the rising price of lumber is 
the threatened scarcity due to these wasteful methods. 

Already two forms of labor exploitation have received 
considerable government attention, the exploitation of the 
labor of women and children. In addition to the humani- 
tarian principles involved, government interference is 
based on the same economic principle which is involved im |, 
conservation of the forests. If by a child working before 
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he is sixteen the productive efficiency of the individual’s 
life is reduced, it is not only harmful to the child, but in 
the long run it is harmful to the nation as a whole and to 
the consumer. For the consumer’s interests are bound 
up with efficient production, and any waste of resources, 
natural or human, is illegitimate production unless the 
consumer receives compensating benefits. 

Summary.—lllegitimate production includes the produc- 
tion of things which in quantity, quality, or in the things 
themselves ought not to be produced in view of the welfare 
of the consumer. It also includes the wrong use of factors 
in the production of things all right in themselves. The 
righting of much of this illegitimate production can be left 
to economic forces themselves, however, and the govern- 
ment should intervene only when private interest so vio- 
lates public interest that the government cannot afford to 
trust to long-time economic reactions to effect a remedy. 
Uspecially is this true where the manufacturer and market- 
ing agencies combine to victimize the consumer, and this 
may in fairness be considered to be the case whenever the 
welfare of the ultimate consumer is not regarded as one 
of the fundamental things for which all manufacturing and 
marketing are carried on. A legitimate commercial trans- 
action necessarily involves a profit to both buyer and seller ; 
and all production is illegitimate from which the consumer 
receives no benefit. 


PROBLEMS 


1. Society does not really regard whisky as important as bread, and yet 
it puts a price on a pint of whisky many times above the price of a 
loaf of bread. Explain the economic principles involved. 

2. Since hops and malt are largely used in making beer, the question of 
allowing them to be sold only for nonbeverage producing purposes is 
more or less an issue in enforcing prohibition. What tendencies, per- 
haps opposing tendencies, would such regulation have on the price of 
these articles? 

. Why may charges against illegitimate use of natural resources be 
more easily substantiated against the lumbering industry than against 
private ownership of water power? 
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Why has the producer of lumber in Seattle a right to insist that condi- 
tions necessary to the efficient production of shoes be maintained in 
New England? 
Why might he consider that the absence of a protective tariff might 
wipe out the woolen mills of the United States and yet be to his ad- 
vantage? 


REVIEW PROBLEMS 


If there are too many expensive shoes being produced, how will their 
production be regulated? What are some of the forces which will 
tend to make this economic regulation undesirable from the social point 
of view of many? What will be the normal reaction on quality and 
style of cheaper styles of shoes? 

Some cities give free factory sites to new industries, sites for which 
the chamber of commerce has paid private owners, and make them 
tax free for a period of years. In what way can this be justified in 
view of the interests of the city as a whole, and mahi as to tax- 
payers? 

“Union labor has not only raised the level of wages in the skilled 
industries which have been organized into unions, but it has raised 
the wages of unskilled labor.” What reactions have those who uphold 
this thesis in mind? 
Why is it unlikely that the banks will stop paying interest on haulage 
accounts even though they might believe that people would put all the 
money they had into the banks as a matter of safety? 

What do you mean by saying that competition fixes the upper and 
lower limits of profit in the textile industries? Illustrate. 


CHAPTER XIX 


PRODUCER’S SURPLUS 


Tue Nature or Propucer’s Surpius 
Marginal and Intramarginal Manufacturing 
Marginal and Intramarginal Marketing 
THE Functions or Propucer’s SURPLUS 
Producer’s Surplus as Motivation 
Producer’s Surplus as Capital Accumulation 
Producer’s Surplus as Source of Government Revenue 


THE NATURE OF PRODUCER’S SURPLUS 


ALTHOUGH no serious confusion of thought is apt to arise 
from the fact, as long as men are really trying to under- 
stand one another, it is highly desirable that those who 
use the term ‘‘producer’s. surplus’’ should understand 
clearly that it has two rather distinct meanings. For some 
its meaning is contrasted with the idea of interest, and for 
these it signifies the amount above normal interest rates 
which a man secures through being in business instead of 
lending his money. On the other hand, it means to others 
the amount above normal profits which the especially effi- 
cient business man receives as a result of that efficiency. 

The idea of surplus is that it is a remainder after costs 
have been deducted; and the contrast between the two uses 
of the term is a contrast between the two terms ‘‘out-of- 
pocket costs’’ and ‘‘entrepreneur costs.’’ In the first 


sense it is assumed that the entrepreneur is really out of 


pocket not only for his labor and material costs, including 
his own labor, but also for the amount his money would 
bring him if put at interest. In the other sense it is as- 
sumed that normal profits are an essential part of the cost 


- ‘which must be met, and that, therefore, normal profits are 
a part of the cost which must be deducted before any true 
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producer’s surplus above total costs can properly be said 
to exist. ; 

The two uses of the term are therefore somewhat synon- 
ymous with the terms ‘‘profits’’ and ‘‘excess profits,’’ 
when the first is used in the broader sense as including 
both normal and excess profits. A fairly good case can be 
made out for either use of the term producer’s surplus; but 
as neither meaning is likely to become accepted by all, and 
as both meanings will probably continue in use by the same 
person according as he has one or another phase of thought 
in mind, no attempt is made here to insist that one mean- 
ing is right and the other wrong. In general the term as 
used in this chapter will mean, the felt advantage which 
comes to the producer, that is the advantage which he feels 
he is gaining by being in that business. This is not intended 
to dodge the difficulty involved in the two contrasted mean- 
ings; it is rather an attempt to present the psychological 
facts out of which the two contrasted meanings arose. The 
same man in business actually does use two standards 
when he tries to measure the benefits that accrue to him 
as producer. On the one hand, he considers how much 
more he is getting than if his money were out at interest. 
On the other hand, he contrasts what he does get with what 
he thinks he ought to get as a fair total reward as combined 
capitalist and entrepreneur. 

1. Marginal and Intramarginal Manufacturing =ittonek 
manufacturing is used in contrast with farming and mining, 
the same principles are involved in all material production 
so far as marginal and intramarginal distinctions are con- 
cerned. Marketing and merchandising are also just as 
truly production as farming, mining, and manufacturing; 
but as the former deal primarily with time and place 
utilities and the latter with elementary and form utilities, 

1It is in this last sense that the government regards excess profits as in 
fairness subject to excess profits taxes under the theory that taxes should he 
in proportion to ability to pay. So far as interest and normal profits are con- 
eerned, the government does not regard them as evidence of the ability of the 
‘ business to pay more than normal taxes, but a surplus above normal profita 


it does regard as evidence of the ability of the business to pay a special tax. 
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there may be an advantage to be gained by considering 
them in contrast rather than together. One reason for so 
considering them is to emphasize the comparative impor- 
tance of marketing and merchandising, their essential re- 
lation to those phases of production for which too much 
pre-eminence is too often claimed. Another reason is to 
make clear the opportunities which marketing and mer- 
chandising afford for that private initiative which is the 
pre-eminent source of our wealth and power. 

If we accept the second meaning of the term bndhean! s 
surplus, we are at once confronted with the question as 
to how much, in any given business, normal profits are. 
We can strike a rough average and decide arbitrarily, but 
no such decision can hope to do more than approximate 
_ the facts that lie at the root of economic motivation. We 
may say that in stable lines of manufacturing from 8 per 
cent to 10 per cent are normal profits. We may say that 
in public service utilities normal profits are 6 per cent. On 
the other hand, we must recognize the essential nature of 
normal profits as being the amount necessary to induce 
enough entrepreneurs to enter and remain in the given 
business, and we shall find that normal profits in one line 
of business are not wholly dependent on the risks and 
responsibilities in that business, but are largely influenced 
by the opportunities in other lines of business. 

In present-day theories of prices the marginal man in 
every group is given great prominence. Whether he sup- 
plies labor or capital or entrepreneurship, he is the man 
who must cause supply to equal demand or whose with- 
drawal will make supply less than demand. When we con- 
sider normal profits or producer’s surplus, however, we 
must face certain facts which do not allow of classification 
‘in the same type of regular supply and demand schedules 
which express the main relationships of supply and de- 

mand in the case of labor and capital. We can say, without 
violating any essential fact in the case, that a wage of 
$3 a day is necessary to secure the proper number of 
_ laborers of a given type. We can say with considerable 
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accuracy just what per cent interest a bond of a certain 
type must carry in order to sell a given amount at par. 
But we cannot say what profit a given industry must 
yield in order to induce the proper number of entrepreneurs 
to enter and remain in that field. What is this essential 
difference between the marginal entrepreneur and the 
marginal laborer or the supplier of the marginal amount 
of capital? 
The essential difference is that in wages and interest the 
law of single price dominates the situation, while in the case 
of profits, even in the case of normal profits, the whole 
psychology of the situation and the whole series of manu- 
facturing and marketing facts are directly opposed to the 
law of single price. Wages and interest rates are deter- 
mined before the process is undertaken, and profits are 
determined by the results of the process. By the very 
nature of the case each entrepreneur is largely bound by 
the law of single price in his purchases, but also largely set 
free from the purchasing point on. His entrepreneur effi- 
ciency determines both the quantity and quality of his 
product. 
More important still, each entrepreneur fixes for him- 
self the standard of normal profits. One entrepreneur may 
be willing to stay in the business if his profits are 10 per 
cent, another entrepreneur may be unwilling to stay unless 
his profits are at least 12 per cent, and each may feel that 
his standard is the lowest competent men can afford to take. - 
Moreover, as each acts on his business judgment, one may 
be marginal when his profits drop to 12 per cent and may 
drop out of that business when his profits get less, while 
the other at 11 per cent is still intramarginal. In other 
words, whether or not a manufacturer is one of the mar- 
ginal men or not depends on whether he will drop out if 
his profits sink below their present level. If he will drop 
out he is a marginal man whether his profits are now 12 per 
cent or 20 per cent; and if he will not drop out if his profits 
‘fall below their present level he is not a marginal man even 
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_ if his profits are now only 3 per cent or less than what he 
could get by putting his money at interest. 

In all manufacturing there is, of course, a marketing 
aspect, since profits are the result of selling the product 
for more than out-of-pocket costs, but so far as manufac- 

- turing itself is concerned the producer (1) drops out of 
the business, (2) remains in it as a marginal producer, or 
(3) becomes an intramarginal producer, largely as he in- 
creases or fails to increase the quality or quantity of his 
product beyond what is necessary to secure the profit he 

‘must have if he is to remain in the business; that is, his 
status depends on whether he falls below, just maintains, 

or exceeds his standard of normal profits, the amount 
necessary to induce him as entrepreneur to take the risk 
and responsibility of production. 

2. Marginal and Intramarginal Marketing.—In the 
struggle for efficiency in manufacturing, new processes are 
developed which greatly reduce manufacturing costs; but 
in the present state of rapid interchange of ideas and with 

_ the present practice of skilled workers shifting from one 
concern to another one concern rarely retains for long 

_ a decided advantage in manufacturing costs unless through 

- some idea that is patentable. Indeed, rapid progress in 
manufacturing comes largely as a result of this rapid 
spread of engineering efficiency. It is true that there are 
exceptional cases in which the manufacturer is able to 

' maintain a highly personal organization and guard secret 

processes which maintain his advantage over his competi- 

- tors; but as a rule a manufacturer maintains his position 

as one of the intramarginal group by virtue of being able 

_ to originate faster than his competitors can adopt his new 
methods or by virtue of some source of differential gain 

not open to the marginal manufacturer in his field. 

In many ways the problems of marketing are similar to 

those of manufacturing. The economies of large-scale pro- 

_ duction are open to both fields, each is concerned vitally 

- with the discovery of new processes which reduce costs, 

each profits through quality, and in each field every entre- 
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preneur seeks out and adopts every improvement in his 
field. Yet there are respects in which the problems of 
marketing differ widely from those of manufacturing, and 
especially is this the case in the psychological differences 
involved. The psychological problems of the manufacturer 
as such are chiefly with those employed by him, but the 
psychological problems which give the marketing expert 
not only his greatest difficulties, but his greatest oppor- 
tunities for those rewards which exceed normal profits, 
concern those over whom he has no control. He must 
establish channels of marketing over lines of transporta- 
tion beyond his control, secure the co-operation of the dis- 
tributing agencies (as a rule beyond his control), and so 
serve consumers whom he never even sees that their con- 
tinued patronage brings him his reward. 

Salesmanship and advertising are the prime mediums 
through which those engaged in marketing secure the 
co-operation of those beyond their control, and in most 
cases both are absolute essentials for the entrepreneur who 
wishes to establish himself as an intramarginal producer 
on a large scale in the marketing field. There are many 
stores which do little or no advertising and yet make more 
than normal profits, stores which put their whole trust in 
service salesmanship. There are many manufacturers who 
turn out a standard product and sell it through some whole- — 
saler or jobber without advertising. But the great stores 
and the great manufacturers not only regard advertising 
as an essential part of the sales process, but regard the 
service of their salesmen as an integral part of the value 
of the product sold. 

The producer’s surplus in marketing results from 
decreasing original cost, decreasing selling cost, or increas- 
ing selling price. An increase in volume decreases original 
cost whether the marketer is also manufacturer or whether 
he buys what he sells, and though his marketing efficiency 
depends in part upon much the same combining skill by 
_ which the manufacturer excels his competitor, yet it is 
salesmanship and advertising upon which in the last © 
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analysis the highest marketing success is built. So also it 


-is volume and turnover which decrease selling cost; and 


here much the same relations are evident. The layout of 
a store is as important as the layout of a factory, and buy- 
ing goods to sell requires no less skill than buying materials 
for manufacture; but the distinctive elements which make 
volume possible are salesmanship and advertising. <A 10- 
per-cent difference in salesmanship efficiency, a 10-per-eent 
difference in advertising efficiency, may make the difference 
between failure and intramarginal success. 

It may cost a good deal to change a manufacturing proc- 
ess, but it may cost a good deal more to change a marketing 
process. In the one case entrepreneur methods are much 
more freely within his control and the questions are chiefly 
questions of costs which can be closely estimated, but in 
making a change in marketing methods he is breaking with 
subtle understandings and violating established marketing 
currents. This renders it doubly important for the man 
who would be intramarginal in the marketing field to make 
his analysis of present condition and future contingencies 
as thorough as possible, and this is just one of the added 
risks which makes returns to those who are successful 
in marketing tend to be greater than those which come to 
the normally successful man in the manufacturing field. 


THE FUNCTIONS OF PRODUCER’S SURPLUS 


The function of normal profits is pretty well understood, 
and on the whole there is reasonable agreement among 
writers on applied economics that normal profits are a part 
of cost and cannot disappear under our present order.’ 
Our present marketing and manufacturing problems which 
are really a matter of controversy deal with the larger 

2¥For an explicit statement of the theory that profits tend to disappear 


under the present order see Seager, Principles of Economics, p. 211, seg. For 
an explicit statement of why profits cannot disappear, and do not tend to 


_ disappear, under our present order, see Taylor, Principles of Hconomics, 1921 
edition, p. 496, seg. See also Taylor, p. 495, seq., for a statement of the 


necessary incorporation of the principle of profit in any adequate socialist 
régime. 
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idea of producer’s surplus, and perhaps no small amount 


of the controversy results from the two meanings which 


the term implies. To be sure, the term producer’s surplus 


is not the term most frequently employed, but the way 
in which some people talk about excess profit taxes being 
passed on to the consumer makes it evident that they regard 
at least a part of excess profits in the same light in which 


the economist regards normal profits. With respect to 
marketing and advertising, therefore, it may be helpful. 


if we avoid any explicit division of producer’s surplus into 
normal and excess profits and consider rather the outstand- 
ing functions of the general conception in our present 
order, keeping as our working definition * ‘‘producer’s sur- 
plus is the advantage which any producer feels he is gain- 
ing by what he produces in his given field.’’ 

1. Producer’s Surplus as Motivation—Whether we re- 
gard producer’s surplus as including normal profits or as 
being only that amount of actual profit which is over and 
above what is normal for that field, we need to distinguish 
between the motivation involved in normal and excess 
profits. Normal profits represent the minimum necessary 
to induce sufficient entrepreneurs to enter a field and re- 
main in it. They are the reward for taking risk and 


responsibility, and are in the very nature of the case a part. 


of cost. It is not proper to speak of them as the wages 
of management, not only because this is evidently untrue 
in the corporation (since the manager is hired), but because 


wages are a predetermined amount agreed on as a return 


for a service which is a part of the process and profit is 
what remains as a result of the process after out-of-pocket 
costs have been paid. 


8 While in no way desiring to avoid responsibility for exact definitions 
wherever such definitions are a part of the real issue, the author feels that 
attempts to establish one interpretation of a term in preference to another 
in current usage is apt to result in more loss than gain. In fact, he feels 


that no inconsiderable part of the marketing complex is a direct result of the 


fact that business men often have different ideas in mind when using the same 


term. If there is behind both meanings some one fundamental, therefore, — 
much better results may often be secured by using the term in its more funda- _ 


mental sense. 
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_ As distinguished from interest, profit is the hope of 
7 aed which induces the entrepreneur to leave the ranks 
of capitalists as such and not only take the responsibility 
of production and sacrifice the explicit interest he would 
receive on his money if he lent it, but take the chance of 
not getting implicit interest on his investment and even 
losing the principal. Evidently, then, the reward must be 
' sufficient to induce the entrepreneur to undergo this risk 
and responsibility, and the more complex the situation is 
and the more elements in it beyond his control the larger 
must this hope of reward be. 

In a stable manufacturing business in normal times, with 
labor and material and machinery costs pretty well stabil- 
ized, and with the industry far enough developed to make 
sure that most manufacturers know their costs, a 10-per- 
cent return is far enough above the 5 per cent the capitalist 
can get on prime first mortgages to induce a considerable 
number of capitalists to buy or subscribe for stock and 
thus become entrepreneurs in lines about which they per- 
sonally know very little. To be sure, a corporation may 
not provide wisely in its estimates or in its conduct of its 
_ affairs for periods of business depression; but in the well- 
managed business of this type there is little danger of 
losing the capital itself, and 10 per cent is twice 5 per cent. 

On the other hand, the pioneers in enterprise are urged 
on by hope of larger gain than that which is necessary to 
induce capitalists to become entrepreneurs in sufficient 
numbers. This is true in even the well-established indus- 
tries, such as the one suggested in the last paragraph.. 
Added efficiency will secure more than normal returns, and 
it is this struggle for more than normal returns which leads 
to higher and higher efficiency. In the process of competi- 
tion the price of the product is, so far as cost is concerned, 
determined by costs to the marginal producers; and just 
_ so far as any producer can lower his costs below that of the 
_ marginal producer he has a source of excess profits. 
Neither in marketing nor in manufacturing must we 
| forget to reckon as a most powerful motivation the fact that 
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the marginal man is driven on by the necessity of being 
so efficient that he will not be crowded out into the extra- 
marginal group. On the other hand, the unusually efficient 
are spurred on not so much by fear of loss as by hope of 
gains much greater than normal profit. They have little 
or no fear that marginal men can cut price below their 
own cost nor do they as a rule attempt to cut price as a 
means of running competitors out of business unless they 
are determined to increase their volume to a very marked 
degree. They usually prefer to depend upon the quality 
of their product and their marketing efficiency to dispose 
of their output, thus securing an excess above cost of 
production. It is the marginal man, the one who finds 
difficulty in disposing of his product, whose competition 
tends to set the price as low as he can afford to sell and 
still find it profitable to remain in business. 

It was the motivation afforded by the producer’s surplus 
to the marginal and intramarginal man which made 
J. B. Say declare that the entrepreneur is the center and 
pivot of our whole economic order. He had in mind the 
efficiency induced by this motivation and this is what we 
should have uppermost in our minds when we think of the 
entrepreneur class as a whole. Yet there is another source 
of producer’s surplus which must be mentioned. It is 
neither as prevalent as many believe nor as successful, © 
but it does exist and it would be used much more if it could 
be used more successfully. This is the typical residualist 
process of price boosting, whether practiced by an indi- 
vidual concern, by a group of concerns by price fixing 
among themselves, or by amonopoly. The hope of securing 
extra profits is always a lure, but the greater the ability 
of the entrepreneur the more he is apt to seek his rewards 
by legitimate methods. Perhaps we should make an excep- 
tion in the case of certain huge marketing organizations 
which seem undeniably (by practically capitalistic monopo- 
lies and by what seem to be undeniably secret price agree- 
ments) to succeed in boosting price above normal profits 
for all prominent concerns engaged in the business. As 
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‘a matter of fact, however, almost all such businesses have 
marginal men in them, men who are barely making enough 
profit to stay in the business; and in any event if actual 
profits rise high above costs there will be new entrepre- 
neurs who will enter the field. 

2. Producer’s Surplus as Capital Accumulation.—Pub- 
lic-service corporations are built up largely by the sale of 
added stock or the sale of bonds, but successful manufac- 
turing and marketing concerns are built up chiefly through 
a producer’s surplus which exceeds the dividend rate which 
they must pay their stockholders to keep them satisfied. 
This does not mean that successful concerns in these fields 
do not issue new stock on the open market or secure added 
money by selling bonds. There must be opportunity for 
those who save money from wages or interest to invest it; 
and marketing and manufacturing are the great sources 
of demand for this new capital created through savings 
from wages and interest and rent. Yet whenever we see 
a concern which has either issued stock dividends or car- 
ries on its books a surplus of any considerable percentage 
of its capital stock, the presumption is that this concern is 
building up its capital through withholding at least a part 
of the producer’s surplus from cash dividends to stock- 
holders.* In fact, in such cases part of the capital stock has 
often originated in stock dividends out of surplus. 

' The presence of such a surplus makes borrowing easier 
and bond issues easier to float, and this tends still further 
to increase the producer’s surplus. Moreover, such con- 
cerns as a rule have higher dividend rates than marginal 
producers in the same field, and in proportion as these 
dividends are saved or reinvested, not only the producer’s 


_ 4Unader a ruling now in effect (January, 1923) but which may be, and in 
the opinion of many ought to be, reversed, stock dividends are exempt from 
_ excess-profits taxes. In so far as the effort to escape taxes induces corpora- 
tions to retain in the business more capital than can be efficiently used in it, 
this harms not only that business but the other forms of business into which 
this surplus capital would go if released to stockholders as cash dividends. 
So far as the government and its rights of taxation are concerned, a surplus 
- sufficient for a large stock dividend is evidence of an extra ability to pay, and 
the plea that the government should reward every corporation which keeps its 
_- surplus invested in its own business is thoroughly unsound. 
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surplus retained in the business but that paid out in divi- 
dends becomes a source of capital accumulation. On the 
one hand, therefore, we have the seeking after a high 
producer’s surplus as the most powerful motivation in 
productive efficiency, and on the other hand we have it as 
the most important source of the continually increasing 
amount of capital essential to increased efficiency in pro- 
duction. 

In all phases of marketing this is peculiarly evident. A 
store seldom starts as a large store, a wholesale house 
seldom starts as a large wholesale house, and the jobber 
often begins on the proverbial shoe string. All three build 
up primarily through producer’s surplus retained to ex- 
pand the business; and the concern which has no producer’s 
surplus for expansion normally remains about where it 
started or drops even lower. Most successful chain stores 
have started with one store in which the idea was born; and 
though new capital has been brought in, the producer’s 
surplus has been at once the source of much of the new 
capital and the temptation to outside capital to invest in 
a business which showed greater than normal gains. 

Throughout the marketing process, moreover, producer’s 
surplus is not only a source of expansion, but expansion 
becomes more immediately than in manufacturing a source 
of still larger producer’s surplus. The marketing turnover — 
and the trade acceptance give a basis of elasticity not pos- 
sessed in fields of material production. The factory addi- 
tion or the new factory building takes time, and not only 
will it not be built until the concern is reasonably sure that _ 
market demand will continue beyond present capacity, but 
when once built it affords no elasticity in reduction such 
as the normal marketing processes furnish in the very 
nature of the marketing process. 

3. Producer’s Surplus as a Source of Government Rev- 
enue.—The whole problem of taxation has an especial im- 
portance in a democracy, since the methods adopted are apt 
to be the outcome of public opinion rather than sound eco- 
‘ nomic policy. It may be argued that in so far as manu- 
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facturing and marketing agencies are able to shift tax bur- 
dens to other shoulders it is the part of wisdom to do 80, 
either directly or indirectly, but even as a matter of intelli- 
gent selfishness those advocating one system or another 
should understand to what extent and how taxes of different 
types may be shifted. 

In the main there are three types of taxes: (1) those 
levied at some point in the manufacturing or marketing 
process before the final purchase for consumption, (2) those 
levied at the point of final purchase for consumption, and 
(3) those levied at some point after the final sale in the 
given industry on the surplus resulting from the manufac- 
turing or marketing process. Hach type of tax has its ad- 
vocates, but the advocates and opponents of each type 
should employ sound reasons rather than spurious ones, 
and they would be at least more generally forced to do so 
if business men took a more intelligent interest in the prob- 
lems of taxation. More especially important is the fact 
that marketing and manufacturing interests stir up need- 
less hostility by advocating or opposing forms of taxation 
as if their own interests were the interests «f the country. 

Especially flagrant have been the arguments against the 
excess-profits taxes.’ It has been urged that they were 
really passed on to the consumer, though this is a tax de- 
termined after the consumer has paid his price, and though 
_ the only costs which influence price are costs to the mar- 
_ ginal producer and the ones who pay the large excess- 
profits taxes are very distinctly not marginal producers. 
It has been argued that excess-profits taxes would drive 
_ men out of industry or keep them from going in, though it 

is normal profits, not excess profits, which have this func- 
_ tion. It has been asserted that even if men did stay in busi- 
ness their initiative would be less, because the reward would 
_ be less, and that this loss in initiative would seriously affect 
business, though all recognize that the great stimulus to 


® For a more explicit statement of the principles involved which makes it 
impossible that excess-profits taxes can either be passed on to the consumer 
_ or will check individual initiative the reader is referred to the chapter on 
_ “The Theory of the New Taxes” in David Friday’s Profits, Wages and Prices. 
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uaative involved in excess profits is to get as raed as 
possible above normal profits, and that, even though the 
government takes part of this excess, no sane business man 
would relax his initiative till his profits dropped to normal. 

The low order of intelligence on the part of business men 
as a whole was revealed by the eagerness of the marginal 
men to support the opposition to excess-profits taxes on the 
part of the intramarginal men. Strictly as a business prop- 
osition the marginal man was interested in seeing excess- 
profits taxes continued as a part of our taxing system for 
two reasons. In the first place, excess-profits taxes were 
the only important taxes except income taxes and taxes on 
land which could not be passed on to the consumer, and the 
marginal men were a part of the great consuming public. 
In the second place, the intramarginal man who was paying 
excess-profits taxes was not so apt to attempt to drive the 
marginal man out of business by cutting prices. 

In view of the general ignorance of business men them- 
selves, it is scarcely to be wondered at that there was no 
general indignation at the campaign of marketing and 
manufacturing interests to abolish excess-profits taxes at a 
time when honor and decency required that at least a con- 
siderable proportion of the heavy taxes resulting from the 
war should be borne by those best able to bear them. In 
principle the tax was ethical, and though the percentage may © 
when honor and decency required that at least a consider- 
able proportion of the heavy taxes resulting from the war 
should be borne by those best able to bear them. In prin- 
ciple the tax was ethical, and though the percentage may 
have been too high even in view of the country’s need, the 
attempt to abolish them altogether, though natural enough 
on the part of those who were paying them, revealed a lack 
of insight into price-making forces on the part of the aver- — 
age business man. 

Summary and Oanimentseaeadont s surplus is the felt 
advantage which a producer regards as coming to him from 
his being in that business. He may contrast this advantage 
with what he could get if he were lending his money out at — 
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interest, or he may contrast it with what he feels is the 
minimum for which he can afford to stay in business. In 
either event his attitude as a result of his producer’s sur- 
plus or the absence of it results in reactions which in some 
cases affect both consumers and his competitors, in other 
cases affect only one of these two classes, and in still other 
cases affect neither of them. 

If the marginal producer regards his producer’s surplus 
as just barely sufficient to justify his staying in the busi- 
ness, then a reduction in that producer’s surplus from any 
cause will cause the marginal producer to drop out. This 
will reduce the supply of the given type of goods, tend to 
raise the price of the goods by so doing, and therefore give 
to the previous intramarginal producers a greater pro- 
ducer’s surplus. Much the same results will be achieved 
with respect to both consumer and intramarginal producer 

if the marginal producer feels his producer’s surplus is in- 
adequate and raises the price of his product to give hima 
larger producer’s surplus; for any reaction which raises 
price increases the producer’s surplus of the intramarginal 
man. 

It is this basic fact which induces the intramarginal men 
in merchandising and manufacturing to enter upon a cam- 
paign of educating marginal men as to what their true costs 
really are and what they are properly entitled to in the way 
of profits. Many men in both fields are doing business at a 
loss without knowing it, and many are doing business at so 
low a rate of profit that they would not be satisfied if they 
knew the facts. It is the belief that they are getting a satis- 
factory producer’s surplus rather than the actual presence 
of such a surplus which keeps them in business. If, then, 
they can be shown that they are not making the profit they 
think they are, or that they are doing business at a loss, 

they will tend to raise their prices, make their competition 
on a basis that other marginal men can meet, and through 
rise in price increase the producer’s surplus of the intra- 

marginal men. 

_ In so far as producer’s surplus is regarded as an extra 
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profit beyond the normal profit which would induce the man 
to stay in business, the presence of this extra profit may 
have either an effect on both consumer and competitor, an 
effect on the competitor alone, or no effect on either. If 
the intramarginal man decides that he can afford to sacri- 
fice a part of this extra profit per unit in order to increase 
volume, he may cut price enough to force out the marginal 
producer and lower price to the consumer. If he decides 
to spend a larger percentage in sales effort and advertising, 
he may crowd some of the marginal producers out of the 
market, but not lower price to the consumer. He may ac- 
complish this same effect by giving larger discounts to the 
retailer, allowing and even compelling the retailer to retain 
this as a profit rather than passing it on to the consumer 
by way of price reduction. And, finally, the intramarginal 
producer may so act as to have no appreciable effect on 
either the marginal producer or the consumer, since by tak- 
ing his extra profit per unit and just making sure he retains 
something like what he feels is his share of the business, he 
may feel that he secures the greatest net profit for himself. 

Producer’s surplus is a necessary outcome of the princi- 
ple of differential gain. It needs no economic justification, 
therefore, as it is inherent in the very nature of our present 
order. Its evident functions are to act as motivation for 
productive efficiency and to serve as the greatest source of 
capital accumulation. If part of this producer’s surplus 
is taken by the government, therefore, the result of this 
taxation will show primarily in one of these two chief fune- 
tions. If the tax is taken only from excess profits the effect 
on motivation will be slight, and if less than half is taken 
there will probably be no effect at all on motivation. On 
the other hand, capital accumulation will be reduced very 
materially and the problem then becomes one of whether 
for the sake of increasing accumulation a greater share of 
the taxes should be collected from the consumer or from 
that source of differential gain known as rent. — 
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PROBLEMS 


A contractor knows that his overhead is about 40 per cent, and he 


desires to make a profit of 10 per cent. He figures he will get this 
if he adds 50 per cent to a proper estimate of labor and material costs. 
Where is his error and what difference in his estimate will it make on 
a job for which his estimate is now $750? 


. Three men are in the grocery business, making, respectively, 40 per 


cent, 15 per cent and 3 per cent yearly of the money invested. Can 
you tell by these facts alone which one of these, if any, is the marginal 
man? 

In the previous problem point out the two meanings sometimes given 
the term producer’s surplus, assuming normal profits in this business 
to be 10 per cent. 


. If an excess-profits tax takes away from the first man in Problem 2, 


one-fourth of his total profits, under what circumstances will he leave 
the grocery business? 

Suggest the various reactions which may take place under the con- 
ditions stated in Problem 4; and assuming that the man stays in the 
business, show what ditiereace the tax may make in the future of his 
business. 


REVIEW PROBLEMS 


In 1920-21, for the sake of avoiding labor troubles, certain coal mines 
which had a source of differential gain in their rich beds of coal raised 
wages beyond what their competitors could afford to pay. The man- 
ager of one of these mines said, in explaining their action as based on 
sound business, “We gave away part of one differential gain and got 
two more.” Explain. 

The return of the soldiers after the signing of the armistice should 
have had a tendency to lower wages just as truly as the Black Death 
increased wages. Explain. 


. The return of the soldiers after the signing of the armistice should 
have had, purely as a marketing reaction, a tendency to lower prices. 


Explain. 

If we could in 1922 get a better bicycle from Germany for $10, inelud- 
ing freight, than an American manufacturer could make for $20, what 
assumptions must we make if we are to justify a protective tariff on 
bicycles? te 

Three merchants are in the same line of business and are making, re- 


‘spectively, 60 per cent, 20 per cent, and 10 per cent. What assump- 


tions will justify the statement that the first and last are legitimate 


entrepreneurs, but the second is a price-boosting residualist? 


CHAPTER XX 
CONSUMER’S SURPLUS 


Tue Nature or Consumer’s SuRPLUS 
Marginal and Intramarginal Demand 
Emotional Elements in Consumer’s Surplus 
THE Function or Consumer’s SurpPLus 
Consumer’s Surplus as Motivation 
Consumer’s Surplus and the Family Budget 


THE NATURE OF CONSUMER’S SURPLUS 


THe general nature of consumer’s surplus should be evi- 
dent from the words themselves. It is the surplus value 
that an article has for a consumer over what he gives for 
it. In general we say its measure is the difference between 
what he would give rather than go without and the amount 
he actually does pay; but in another sense we may main- 
tain that there is always a consumer’s surplus in every 
actual purchase the consumer makes. If we use the term 
in this latter sense, the consumer’s surplus is the amount 
of gain, however slight or however large, which induces 
the buyer to purchase anything. 

In whichever sense we use the term the actual amount 
of the consumer’s surplus is a matter of personal estimate. 
Perhaps the consumer ought to estimate more highly than 
he does the value of the things which he secures. By merely © 
stepping into a store he gets for a fraction of a dollar a 
pound of coffee, part of which was grown in Brazil and 
part in Java. But economics deals with the facts of human 
nature as they manifest themselves in economic phenomena, 
and the consumer’s surplus which a man receives when he 
pays forty cents for a pound of coffee is the amount above 
forty cents which he really feels it is worth. The consumer’s 
surplus is the felt advantage the purchaser gains. 

We know that no matter how much we would have com- 
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plained we would have paid a dollar a pound for sugar, 
and that even at that price many would have bought more 
than they needed in order to hoard it. Still we were not 
getting a consumer’s surplus of seventy-five cents a pound 
when we bought sugar at twenty-five cents. We were mani- 
festly gaining some advantage if we exchanged a dollar 
for four pounds of sugar, for if there had been no advan- 
tage in the exchange we would not have made it; but so far 
as the consumer’s surplus was concerned it was the felt 
advantage. No matter what we said in our anger over the 
price, the advantage must have been at least great enough 
to induce us to buy instead of keeping our money. 

It should not be necessary to point out that this felt 
consumer’s surplus is not the amount by which the actual 
value to the individual exceeds the purchase price. In the 
first place there are some things absolutely necessary to 
life, such as water, yet though a system of water-works is 
absolutely essential to a large city the householder who 
pays the water rates does not receive as a consumer’s 
surplus the difference between what he pays and what he 
would have to pay to sink a well of his own. He gets as 
a consumer’s surplus only the amount of extra benefit 
which induces him to pay the rates, the advantage which 
he feels he gains, We should perhaps go even further and 
point out that when a man fears his child will die the 
amount of benefit which comes to him from calling in the 
doctor is in many ways not properly classed as consumer’s 
surplus. In fact, we may well stress the idea that in abso- 
lute essentials the consumer’s surplus is only the differ- 
ence between what is paid and what the buyer feels is the 
normal market price. We may even go further and say 
that in the case of necessities his consumer’s surplus is 
the amount by which what he regards as a reasonable price 
exceeds what he actually pays; but in the outstanding mar- 
_ keting reactions with which we are here concerned we shall 
assume that consumer’s surplus is that advantage which 
_ the consumer feels he gains at the given price. 

1. Margimal and Intramarginal Demand.—Although it 
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is not an accurate measure of consumer’s surplus, the dis- 
tinction between marginal and intramarginal demand 
should prove helpful in explaining the nature of the price- 
making process and its effect on consumer’s surplus. We 
shall therefore assume a supply schedule and a demand 
schedule and see how the two determine price and how the 
determination of price affects the consumer’s surplus of 
those who would be willing to pay more than they need 
to pay because the market price has been established at a 
point lower than what they feel the thing bought is worth © 
to them. The first line of the supply schedule should be 
read, ‘‘5,000 crates of cantaloupes will be supplied if the 
price is $1.60.’’ 


Schedule of Demands at Schedule of Supply at 
Different Prices Different Prices 
Crates Price Crates Price 
5,000 $1.00 5,000 $1.60 
4,500 1.10 4,500 1.40 
4,000 1.25 4,000 1.25 
3,500 1.40 3,500 1.15 
3,000 1.60 3,000 1.10 
2,500 1.90 2,500 1.00 


Price will be established at the point which will make 
supply and demand equal, which is $1.25. Who are the 
marginal sellers and who are the marginal buyers when 
actual price is $1.25? As only 3,500 crates would be bought — 
at $1.40, the marginal buyers are those who do buy at $1.25, 
but would not if the price were raised—that is, the mar- 
ginal buyers are the buyers of the extra 500 crates at $1.25 
who would not buy if the price were $1.40. On the other 
hand, the marginal sellers are those who would not sell if 
the price were lowered. Four thousand crates are for sale 
at $1.25, but only 3,500 at $1.15, and the marginal sellers are 
the A of the extra 500 crates who would not have ae 
if the price had been only $1.15. 

So far as buyers are concerned, marginality is just a 
question of whether a present buyer would buy if the price 
were raised. If he could still buy if the price were raised 
_ to $1.40, he is not a marginal buyer when the price is at 
$1.25, bit an intramarginal buyer; and if, when price is 
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$1.25, he feels they are worth $1.60, he is clearly getting a 
consumer’s surplus of at least 35 cents a crate. The mar- 
zinal buyers also may be regarded as receiving a consumer’s 
surplus, as pointed out in the first paragraph of this chap- 
ter, but intramarginal buyers receive a consumer’s surplus’ 
over and above the minimum amount which is barely suffi- 
cient to induce the marginal buyer to remain in the market. 
Sometimes the idea of marginality is illustrated by the 
purchases of the same person. The first ice-cream cone has 
far more value to the boy than the five cents it costs, and it 
may be assumed for purposes of illustration that the boy 
keeps on eating until the value of the last cone is just 
equal to the five cents he pays for it. The next cone is 
not worth so much as five cents, and therefore he does not 
buy it, the last cone actually bought, the one just worth 
the price, being the marginal cone. 
This conception differs from the idea of consumer’s 
surplus primarily with reference to the last cone bought, 
the idea of consumer’s surplus stressing the fact that if the 
values were just equal in the mind of the boy there is no 
reason for the exchange. In the analysis of marketing 
conditions, however, we practically have no illustrations of 
either this conception of marginality or so small a con- 
Sumer’s surplus as to raise the question of whether the 
value of the thing bought is just equal or so slightly greater 
as just to turn the scale and cause the final purchase. What 
checks the buying of one article in real life is not the com- 
plete disappearance of consumer’s surplus, but the fact that 
in buying another of the given article a smaller consumer’s 
surplus would be secured than could be secured by buying 
something else. And for most of us, with our small pur- 
chasing power as compared with our manifold desires, the 
only reason we do not spend all our money is that the con- 
sumer’s surplus of something we are saving for is greater 
than the consumer’s surplus of what we could buy now. 
_We have seen that all factors in production seek to 
secure the greatest possible share of the surplus which 
results from efficient production. The laborer sometimes 
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wants the whole product under the theory that labor is the 
only true producer and labor costs the only legitimate 
costs. On the other hand, the residualist strives to lower 
the share of wages and tries to raise the price to the con- 
sumer; and in this latter phase of his efforts to increase 
his own share he tries to infringe on a share of the product 
which before the raise in price had been going to the 
consumer. . 

The right of the consumer to a share of the value of the 
product which he buys is not as well recognized among 
the noncommercial classes as it is among those who have 
modern marketing conceptions. It is involved in the very 
idea that the buyer as well as the seller must have a profit 
not merely as a matter of right, but as a sound business 
principle. In a time of frantic efforts to raise wages and 
profits by raising the price to the consumer such marked 
encroachments may be made upon the consumer’s surplus 
that the outraged consumer feels himself robbed and refuses” 
to buy. 

2. Emotional Elements in the Consumer’s Surplus—The 
total demand on the market at any given price is made up 
of a series of individual demands, and each individual de- 
mand involves a consumer’s surplus which the individual 
feels he will secure through buying at that price. This con- 
sumer’s surplus must, therefore, be based on the individ- — 
ual’s personal conception of the value that is to come to 
him from the purchase of the article in question. He may 
pay ten dollars a share for worthless mining stock and 
refuse to buy Liberty bonds at ninety dollars a hundred. 
Anything, therefore, that raises his opinion of an article 
he is considering buying increases his consumer’s surplus. 

One of the fundamental conceptions which have really 
guided us in dealing with monopolies is that the consumer 
is entitled to all the value in the product except a reason- 
able return to the productive factors involved—wages, 
interest, and profit. Stated as baldly as this, we see the 
emotional reaction that follows the general economic theory 
that in producible goods free competition will tend to bring © 
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price down to cost of production, including, of course, 
normal profit. When, therefore, the buyer feels that either 
the labor cost of a product or its profit cost is unreasonably 
high he feels that he is being robbed. It is true that he will 
not pay for it more than it is worth to him, but he feels 
he has a right to it at what he calls a fair price and that 
this right is infringed upon by others trying to get more 
than their fair share. 

The economics of marketing is not concerned with 
whether this is a legitimate attitude on the part of the 
consumer or whether it is a tyrannical exercise of power 
to compel those who have secured control of the supply to 
sell at less than they could command if the government 
kept hands off. The economic problem is whether it will 
produce better results in the long run for the government 
to keep hands off and trust to remedies coming through 

economic reactions, or whether in any given case the con- 

sumers have rights which should be protected by direct 
government action. If a schedule of monopoly prices is 
made from the supply and demand schedules of cantaloupes 
just given, the interests of the consumer may be made 
evident. 

Suppose that, counting no profit, it cost 90 cents to raise 
the cantaloupes, crate them, and bring them to market, so 
that at $1.25 the raisers were making clear profit of 35 cents 
a crate. Their total profit would be 4,000 times 35 cents, 
- or $1,400. If they could get together, however, and limit 
production to 3,500 crates, they could get $1.40 a crate and 
their profit per crate would be 50 cents, or $1,750. A still 
further limiting of the crop to 3,000 crates would give them 
a profit of $2,100; and limiting it to 2,500 crates would 
give them $2,500. What is the economic principle involved 
which the government invokes to prevent their making 
_ $2,500 instead of $1,400; and what is the force which makes 
the government exercise its rights to interfere? 

_ he right to interfere, in fact the duty to interfere, is 

that in our present economic order price can regulate eco- 

nomic activity only as there is free competition. If monop- 
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oly interferes with this regulative principle it is clearly a 
necessary function of government to protect the principle 
upon which the efficiency of the present order depends. So 
far as marketing motivation is concerned, however, the 
clamor which forces the government to act does not come 
primarily from those who would have bought at $1.25 and 
will not buy at $1.90. It comes from those who bought at 
$1.25, feeling they were making 65 cents or more on the 
purchase, and who now pay the $1.90 because the canta- 
loupes are worth it, but who feel they have been robbed of 
their former consumer’s surplus. 

The bargain element often enters markedly into the con- 
sumer’s surplus, and the fact that it does so enter is the 
cause of many questionable merchandising practices. A 
piece of dress goods which will not sell in the piece will 
often sell readily enough if cut up and put in the remnants, 
sometimes even at a higher price. So also a face powder 
which sells poorly at 50 cents a box might sell very well 
if the price were raised to $1. In short, it is not the real 
value of any article which determines the value at which 
the buyer holds it; it is a complex of conditions composed 
in some measure of his sound judgment, but at least in 
many cases composed still more largely of his emotional 
reactions. 


THE FUNCTION OF CONSUMER’S SURPLUS 


Consumer’s surplus regulates the economic activities of 
the buyer not merely as to buying, but as to production. — 
The smaller the consumer’s surplus which a buyer secures 
in buying a given article the more apt he is to be diverted : 
from buying that article, and the less incentive it is for him 
to produce something which will give him the purchase 
price for such articles. On the other hand, if a two-hun- 
dred dollar phonograph or a five-hundred-dollar automo- 
bile seems of far greater importance than other things 
the same sum of money could buy, then undeniably the 
‘ workman will work harder and more regularly in order — 
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to secure it. It is evident that the money itself for which 
a man works is only a means to an end, and that the labor- 
_er’s real reward is not the money, but what the money 
will buy. It follows, therefore, as a necessary consequence 
that any value which the thing purchased has above the 
money paid for it has been a part of the motivation in the 
production of those other goods produced by the laborer 
just as truly as the value represented by the money he has 
received for his labor. 

_ Not the least important of the legitimate functions of 
advertising is inherent in the fact that the very nature of 
the marketing process for some products makes it neces- 
sary to create the desire for the product before the time 
for buying arrives. How successful advertising is in this 
respect may be judged in part by how definitely almost any 
family could spend two or three years’ income with aston- 
ishing promptness for things they have seen advertised 
and desire but can not yet afford. Moreover, these increas- 
ing desires are a powerful stimulus toward more efficient 
production, as only by increased production can men satisfy 
increasing desires. 

1. Consumer’s Surplus as Motivation—When a now 
prominent tooth paste was ready to be advertised and put 
on the market it was decided that people might not believe 
in its superiority if it were sold for twenty-five cents a tube. 
In a way it would surely be as good a tooth paste if sold for 
twenty-five cents as if sold for fifty cents; but in another 
way it would not be as good. The tooth paste itself would 
be identically the same and the tube would be the same, 
for there was a very good margin of profit at the lower 
price; but many people would think more highly of it if 
it were sold at the higher price and a larger sum could be 
spent for advertising to make them think of it more highly 
still. As an actual market fact, a price of fifty cents might 
make some people think so much more highly of the tooth 
paste that they would feel a greater consumer’s surplus 
when paying fifty cents than if they had been able to buy 
it for twenty-five. 
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In another case of price determination the price was 
decided by actual market reactions. A four-ounce bottle 
of toilet water was to be placed on the market, and though 
it could be sold at a profit for twenty-five cents, no one 
suggested such a price, as it was so cheap as to suggest 
inferiority. The manager believed, however, that by play- 
ing up the quality it could be made a big seller if sold for 
fifty cents instead of a dollar, so big a seller that volume 
might make up for less profit per dozen. Choosing stores 
in pairs in the same city to give this theory a test, a bonus 
was given both store and salesmen to push the sale, the only 
difference being that in one set of stores the price was fifty 
cents and in the other set a dollar. The results were over- 
whelmingly in favor of the dollar price, over twice as many 
being sold at a dollar as were sold at fifty cents. Equally 
interesting was the fact that in the poorer quarters of the 
city the dollar price sold nearly three times as many as the 
fifty-cent price. 

Marketing is largely supplying well-established needs at 
prices which are more or less fixed, but even here the fact 
that most competition is now on a quality basis rather than 
on a price basis makes the development of a consumer’s 
surplus over competing goods a large factor in marketing 
efficiency. The American people are far from intelligent 
buyers when it comes to buying things for consumption. 
Few men, indeed, can tell the difference between a fifty- 
dollar suit and a sixty-dollar suit, and the average man 
cannot tell the difference between a forty-five-dollar suit 
and one worth sixty dollars. For this reason producers 
of nationally advertised brands of clothing are able to per- 
suade many that they are getting far more for their money 
than when they buy less well-known brands. So also stores 
which advertise aggressively that they sell for less than — 
their competitors may make their customers feel that they 
are getting especially good bargains. 

This is the basis of considerable outcry against adver- 
tising, that it persuades people to buy things they do not 
* need and that it persuades people that a thing is worth 
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more than it is. In many cases the complaints are well 
founded, as in oil stock and other illegitimate products, 
but in many cases the advertising is the creator of very real 
value for the buyer. A young man does not buy a suit 
merely to keep him warm, but to make him presentable, and 
the consciousness that he is well dressed, which conscious- 
ness is given him more by salesmen and advertising than by 
anything else, is a very real value. 

A badly worn form of humor still comments on the num- 
ber and variety of hats a woman wants; in fact, it is so 
barren of real humor that one might infer that the sole 
purpose of a woman’s hat ought to be mere protection 
from the weather. Yet what is the real value of the hat 

-which makes a woman willing to pay cheerfully from three 
to ten times what she knows the materials and work really 
cost? She buys the hat because it has value for her. She 
knows that she is paying a higher rate of profit than she 
pays on her groceries, but a five-dollar rise in the price of 
a hat does not awaken one-tenth the protest occasioned by 
a five-cent rise in the price of sugar. Neither is she illogi- 
cal. She sees in the hat considerably more value than it 
costs her—that is, of course, more value for her. _ A new 
hat may have a social value far above its cost and just asa 
matter of fact the purchase of a second new hat may have a 
social and even a business value greater than the purchase 
of the first new hat in the season. 

2. Consumer’s Surplus and the Family Budget.—It is 
in the family budget that the reactions of consumer’s sur- 

plus are most readily evident. In making out the family 
budget the list is begun with some things regarded as almost 
or absolutely necessary whose price is regarded as fixed. 

There is a minimum allowance for groceries, car fare, rent, 

fuel, light, ete. Then follow estimates of various necessary 
things whose price is not so clearly fixed—clothes and 
dentists’ bills, for instance; and unless the family has three 
or four years of accurate accounting records these esti- 

-Iates willbe unreliable. The first making out of the budget 

must, therefore, be accomplished by more or less arbitrary 
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adjustments, though the more there are in the council the 
harder agreement sometimes becomes. 

The real struggle with the problem of the budget is in 
living up to it, once it is made. Few families succeed. In 
spending his allowance for clothing the man is tempted no 
less than the woman. The especially good suit which costs 
fifteen dollars more than he had meant to spend and which 
is in fact a real bargain, gives him more value than what 
he parts with, but leaves him fifteen dollars short in cash. 
Then there are incidentals, some of them unavoidable, which 
he may feel cost him more than they are worth, perhaps 
because if he does not buy, or give, he feels he loses in 
the good will of others. Finally, with a shortage of cash 
comes the problem of cutting out things which he must 
cut out if he is to live within his budget, and if he does 
cut out anything he normally will cut from his list the 
things which show the least consumer’s surplus. 

One fundamental error in family finance is the queer 
notion that a good bargain gives a person more money to 
spend on something else. It does so only in case less was 
spent for the bargain than that item on the list would nor- 
mally cost. No matter how great the bargain you get, if it 
costs more than you had expected to spend, it leaves you 
with less money to spend, just because the bargain tempted 
you. A consumer’s surplus does not give a cash surplus; 
in fact, the only reason why you will have any cash at all 
on hand at the end of the month is that you did not see 
enough things during the month which had sufficient con- 
sumer’s surplus to tempt you to buy them, in view of what 
you hoped to gain through saving your money. For the 
consumer’s surplus is the motivation to buy, and is a 
motivation to save only when the consumer’s surplus of 
something to be had only by saving so far exceeds the con- 
sumer’s surplus to be had with your present purchasing 
power that you are willing to forego present enjoyment for 
a larger consumer’s surplus in the future. + 

Summary =—Consumer’s surplus is the motivation which 
_ regulates one’s choice of the various ways in which he may — 
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spend his income. It is not determined primarily by intelli- 
gence, but by emotional reactions; and there is little like- 
_lihood that consumer’s surplus will be accurately estimated. 
These emotional reactions and personal desires are what 
make a man produce what others want, and it is almost 
impossible to determine the comparative wisdom of various 
ways of spending what one does spend for consumption 
purposes. Hard times may force people to attempt more 
intelligent buying; but, except in the choice and buying of 
staples, most intelligent buying for consumption purposes 
results from the buyer finding a middleman he can trust 
and following his advice, rather than from the development 
of personal judgment on such a wide variety of things as 
enter into a family budget. 

The right of the consumer to protect himself from being 
robbed of his consumer’s surplus by the fixing of prices 
higher than the cost of production, including a reasonable 
profit, does not come from the right of the buyer to a share 
in the value of the product because his demand for it helps 
create that value. It is true that the producers supply 
only the things having utility, and that the buyers supply 
the demand which is equally necessary to the creating of 
value, but it is to satisfy these demands that the producers 
have created the supply, and the goods are produced only 
in the hope of profit. It is of course true that the consumer 
may feel robbed by a rise in price which takes away a large 
share of his previous consumer’s surplus, and that this may 
have important reactions on the market, but the real justi- 
fication of the consumer in demanding protection from 
prices which rise markedly above costs of production is 
because free competition is an essential of the present order 
and because the consumer has, therefore, a right to demand 
that prices shall be fixed by free competition. Moreover, as 
free competition will induce others to enter any field where 
_ prices are so high as to give profits above normal, the con- 
sumer is justified in regarding himself as robbed, as having 
his money taken from him in defiance of the rules of the 
ey 275 


ECONOMICS OF MARKETING AND ADVERTISING 


game, if prices are fixed in violation of this principle of 
free competition. : 


PROBLEMS 


1. There are two brands of pork and beans sold in the same market at 
the same price. Name some of the things that may tend to increase 
the consumer’s surplus of one over the other in the mind of the buyer. 

2. The Del Monte bottles of catsup are (1921) larger than the Heinz 
bottles that sell at the same price. The Heinz catsup is, however, 
much thicker. How may these facts be the basis of differences in 
consumer’s surplus? 

3. Shingles used to be put up according to the number of shingles in a 
bundle, but in order to help buyers tell how many bundles they needed 
the custom was introduced of putting just enough shingles in a bundle 
so that five bundles would cover 100 square feet of roof. How might 
this add to the consumer’s surplus of the buyer? 

4. As manufactured roofing is sold in rolls containing 100 square feet and 
as such roofing costs less per square yard than shingles, how might it 
prove a disadvantage for the shingles to be put up the new way? 

5. How may the extra consumer’s surplus in special sales benefit the 
family budget? How may it do harm to the family budget? 


REVIEW PROBLEMS 


1. In which of the three main classes of economie goods mentioned in 
Chapter I is consumer’s surplus most apt to lead the buyer into unwise 
action? 

2. Two dresses, identically the same as to material, style, and. workman- 
ship, were on sale at Wanamaker’s, one made in America at $100 and 
the other made in Paris at $200. How could it be possible for Paris- 
made goods of this type to be sold here in view of the law of com- 
parative costs? 

3. Assume conditions under which the law of comparative costs would pre- 
vent the importation of such a dress. 

4. Name two marked advantages of foreign trade with respect to im- 
ports in the cattle industry. 

5. “If California lemons are to cost us $1.60 a box and we can get 
southern Europe lemons for $1 a box, we would be money ahead to pay 
the California growers not to gather their crops and let us get lemons 
on the ‘free list.’”—New York newspaper’s comment in 1920. Assume 
such division of the $1.60 into wages, interest, profits, ete., as to make 
this statement mathematically correct. 

6. What would justify a protective tariff high enough to protect the Cal- 

' ifornia lemons? 
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INTERDEPENDENCE OF PRICES THROUGH PRODUCTION COSTS 


_ For anything he really wants the average buyer is willing 
to pay whatever he believes it costs to produce it. In part 
this willingness springs from his sense of fairness and in 
part from his common-sense knowledge that the market 
value of producible goods cannot drop below cost of pro- 
duction without reducing the future supply. On the other 
hand, as we have seen in the chapter on consumer’s sur- 
plus, the buyer resents being compelled to pay for anything 
a price which he feels gives to either manufacturer or 
middleman more than a fair profit. Indeed, so strongly 
does the average buyer feel that he is entitled to as low 
a price as free competition would bring about, that even 
when he recognizes an article is really worth more to him 
than the market price which he regards as unfairly high 
he will buy less of such an article if he can get along without 
it. On the other hand, even when he feels that the price of 
an article is unduly high he will make little protest and will 
not tend to boycott the industry if he can be convinced that 
the market price is not higher than is warranted by costs 
of production, including a fair profit. 

1. Relation of Cost Factors in All Produced Goods.—It 
is evident that there is a relation between the cost of all 
goods made from iron and steel, and that there will be such 
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relation between the different farm products; but it is not 
so evident at first glance that there is a relation between 
the cost of automobiles and the cost of corn. Behind each. 
of these products, however, and in general between all 
produced goods, there is a direct relation in cost due to the 
fact that they are all products of the same primary factors 
—land, labor, capital, and entrepreneurship. 

In regard to the first factor, land, even the beginner 
in economics should understand that land as the source 
of raw material is not generally regarded in economics 
as a part of the cost which fixes price. This is of little 
practical importance in marketing except as it helps cor- 
rect wrong ideas that the profits which come from differen- 
tial gain are profits wrongly taken from the consumer; 
but in a time of unrest, when so many believe that all 
classes are combining to rob the consumer, it may be of 
very grave importance to the whole selling process for 
people generally to understand that the landlord class 
is not primarily increasing costs to the consumer. 

The price of wheat is fixed in the markets of the world, 
and the prices of machinery, labor, the normal rate of 
profit, etc., are also determined by market reactions. What 
determines rent? It is the differential gain on the given 
piece of land; and the amount of the rent may be expressed 
in the formula, ‘‘Rent equals price of product minus costs 
of production.’’ Rent is thus not a cost in the sense of 
being part of the cost of the product, but is a result of the 
fact that those who want to raise wheat will bid for land 
on which the costs of production are less than the value 
of the product. 

Saying that the price of wheat is fixed in the markets — 
of the world does not mean that the cost of wheat has 
nothing to do with its price. If the price of wheat drops 
so low that it will not bring some farmers enough to pay 
them to take responsibility for labor and machinery costs, 
these farmers will cease to raise wheat and by so doing 
lower the supply. On the other hand, if the price of wheat 
rises high enough above the costs of production on fifteen- 
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bushel land, it will bring the farmer enough to induce him 
to take the responsibility for the labor and machinery 
‘costs necessary to cultivate twelve-bushel land. By bring- 
ing in this greater supply the price of wheat is kept from 
going higher; but it is then the cost of raising wheat on 
the twelve-bushel land which is a factor in determining the 
actual price of wheat, not the cost of-raising it on thirty- 
bushel land. 

In order to trace out such reactions more concretely let 
us assume prices not too far from market price in the 
summer of 1922, when Chicago quotations were around 
$1.15 for wheat. If a farmer believes he can raise wheat 
at an expense of $10 an acre (including his own wages and 
enough profit to make it worth taking the responsibility and 
risk of crop failure), what grades of land will he cultivate? 
What other things than the two stated facts will he take 
into consideration in deciding how much land to put into 
wheat? 

Evidently he will decide in his own mind whether wheat 
is going to stay around $1.15 or whether by the following 
summer it will be, say, $1. He must also take into con- 
sideration how much less than the Chicago quotations his 
local market will pay. If freight rates and other charges 
make this difference fifteen cents, what will the farmer’s 
decision be? If he thinks the Chicago price will be at least 
$1 (local 85 cents) it will just pay him to put twelve-bushel 
land into wheat. 

- Now what about the market reactions? Is it the 85-cent 
cost of raising wheat on twelve-bushel land or the 33-cent 
cost of raising wheat on thirty-bushel land which helps 
most in fixing price to the consumer? Evidently the fact 
that it costs him only 85 cents a bushel to raise wheat on 
twelve-bushel land is an influence which helps keep the 
price of wheat from going higher so far as it can be in- 
fluenced by bringing in this extra supply. The 52 cents 
above cost which he gets on the thirty-bushel land may 
be regarded as his producer’s surplus or as rent which 
comes to him as owner of the land, but it is in either case 
279 


ECONOMICS OF MARKETING AND ADVERTISING 


a surplus and not a part of the cost which determines price. 
Yet no matter what the facts are, it will continue to be 
a source of unfavorable market reactions as long as any 
considerable body of consumers believe that the presence 
of a landlord class or the existence of rent increases price 
to them above costs of production. 

In the same way the cost of copper which determines 
price is not the cost in the best mines, but the cost of pro- 
ducing copper in those mines which at that price can 
just pay the cost of the necessary factors—labor, ma- 
chinery, and normal profits. Hnough profit to induce the 
entrepreneur to take the responsibility of production is 
just as truly a part of cost as is the labor cost; for profits 
are just as necessary to secure entrepreneurship as wages 
are to secure labor.’ 

As another instance let us consider what are the costs of 
a fifty-cent necktie which determine its price on the market. 
They are the manufacturing costs of the manufacturers 
who are making normal profits and the selling costs of — 
merchants who are making normal profits. Some manu- 
facturers may have sources of differential gain in large- 
scale production, or unusual advantage may accrue to all 
the manufacturers of a given community, but unless it 
is necessary in order to market their products these people 
do not bid the price down. Their costs, therefore, do not. 
determine the selling price, but are the source of their pro- 
ducer’s surplus. 

It is the cost to these marginal producers of wheat and 
copper and neckties which determines price, the cost to 
those who could not afford to produce if the price were 
lower. It is therefore the costs to these marginal producers 
which we have in mind when we say that all prices are 
interdependent through the relation of the cost of the prime — 
factors common to all produced goods. It is true that the 
unskilled farm laborer does not receive the same wages 

1It is true that all entrepreneurs do not secure profits, but it is also true 
that all laborers do not secure the wages they are promised. Both work in 


the hope of reward, actual reward comes to both, or does not ne Gs after their : 
work rather than before it even in the case of the laborer. 
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as the skilled mechanic, but it is also true that the wages of 
the farm are directly influenced both by the wages open at 
once to farm laborers if they will go to town, and by the 
wages they can get if they learn a trade. Labor cost, in- 
terest cost, and normal profit cost, the last named being the 
rate of profit necessary to induce entrepreneurs to take the 
responsibility, these three costs lie behind all produced 
goods; and in so far as the price of the product is deter- 
mined by cost of production the necessary relation between 
the price paid by all industries for these primary factors 
establishes a relation in price. 

How would interdependence of price be shown if the 
manufacture of farm machinery for export should become 
so profitable that in order to get necessary labor the manu- 
facturers should double the wages in that industry? 
Evidently the price of farm machinery is already high 
enough to cover this added cost, but the industries using 
the same type of skilled labor would have to increase wages 
to keep their labor, and unless they are able to pay this 
added cost out of their excess profits they must cover it 
by an increase in price. Ultimately all other wages would 
be influenced and there would be a resulting influence on 
price in all industries. 

2. Cost of Production as Governing Price—To guard 
against misconceptions which might arise it seems ad- 
visable to show the interrelation of cost and price. Cost 
helps determine price because price is determined by 
supply and demand, and cost is a determining factor in 
the supply of all produced goods. Every manufacturing 
concern is very evidently competing against other concerns 
manufacturing similar goods. This competition is carried 
‘on in the marketing process and yet it has its reaction on 
the manufacturing process in every attempt to increase 
_ quality and in every attempt to decrease cost. Every manu- 
-facturer, therefore, feels that his success depends upon 
_ buymanship as well as salesmanship, and this skilled buy- 
- manship is a permanently active reason why the prices of 


all goods are related through labor costs, 
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A skilled machinist has as his prospective employer every 
manufacturer who can use his labor, and the price of the 
product of every manufacturer must cover this labor cost. 
On the other hand, if the price of the product greatly ex- 
ceeds its cost of production, other manufacturers will tend 
to enter any field which offers such unusual profits and the 
competition of an increasing number of entrepreneurs will 
bring the profits of the marginal producers down toward 
normal. : 

Two marketing facts of very considerable importance 
result from this regulative order. The first is that all 
promises or hopes of unusual return in any given industry, 
merely as a special type of industry, are unsound. If a new 
industry shows a high rate of profit for everybody en- 
gaged in it, the natural result is for many to rush into 
that industry; and the normal result of many rushing into 
an industry is for many of them to go bankrupt. The time 
was when a salmon cannery could pay for itself ina season, 
and the natural result was such a rush into the business 
that there are many canneries which have failed. 

What is the second marketing fact of great importance 
which grows directly out of this tendency of people to flock 
into industries which show large returns? It is that 
superior marketing organization may form a source of 
producer’s surplus (a source of differential gain) which — 
will enable any concern which possesses it to weather the 
storms of competition which ensue when more entrepre- 
neurs enter their field than the field can support. It is in 
the marketing field that the clash of competition comes, 
and the manufacturer who is in a field in which profits are 
large, or who enters such a field, should recognize that if 
he is to have a producer’s surplus it must come through 
efficient marketing quite as much as through efficient manu- 
facturing. . 

Marketing inefficiency is one of the chief causes of fail- 
ure. Inability to keep up with the marketing efficiency 
of competitors is only one phase of marketing inefficiency. 
The other is the inability to withstand the competition of _ 
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the inefficient who are headed straight for bankruptcy and 
are in the midst of the death struggles of the incompetent, 
which throw the whole marketing situation into confusion. 
Hssential as an efficient marketing organization is in any 
line of industry, it is, therefore, doubly imperative that 
in fields in which profits are large the marketing organiza- 
tion should be especially effective, the marketing channels 
chosen wisely and watched carefully, and a thoroughly 
adequate surplus kept ready to meet the bitter competition 
which is sure to come. 


INTERDEPENDENCE OF PRICES THROUGH CONSUMER’S SURPLUS 


Known cost has a very direct relation to consumer’s 
surplus. The consumer expects to pay what it costs to 
produce the thing he wants, and a little more. The mere 
knowledge, therefore, that an article costs a certain 
amount to manufacture makes the consumer believe that 
it must be worth it, and the fact that it seems especially 
to suit his needs gives it for him a still greater seeming 

value. This is the general fact upon which advertising 
’ has built in all attempts to persuade the consumer that 
any given company or industry was not profiteering; for 
in proportion as they made consumers feel that the goods 
were selling near cost, they warded off charges of profiteer- 
ing and sold more goods. 

1. Consumer’s Surplus in Direct Substitutes.—There is 
a much more direct relation between consumer’s surplus 
and interdependence of prices than that which comes 
through cost. The direct influence of cost on interdepen- 
dence of prices comes through the competition of sellers, 
while the direct influence of consumer’s surplus on inter- 
dependence of prices comes through the comparative im- 
portance of the uses to which the various types of produced 
goods can be put by individual purchasers. In direct 
substitutes—that is, things which can be more or less used 
_ for one another, we have this influence evidently at work. 

There is a relation between the price of canned peaches 
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and dried peaches, a relation based not merely upon cost, 
but upon use. There is also a relation between the price of 
dried apricots and dried peaches and prunes. If there were 
no such relation, a decided shortage in the apricot crop 
would send prices of apricots soaring, even though there 
was an abundant crop of peaches, apples, and prunes. 
Rather than pay exorbitant prices for dried apricots, how- 
ever, many will prefer to buy dried peaches, evaporated 
apples, or prunes, and the price of apricots must be kept 
low enough to compete with these substitutes. 

So also sirloin, round steak, chuck steak, pork chops, and 
chicken are direct substitutes for one another. A scarcity 
of pork may force the price of pork somewhat beyond what 
its comparative food value would give it in comparison 
with beef; but in the long run no food can maintain itself 
at a price very much higher than that of other foods which 
have the same food values. There is not so marked a 
relation between the price of tea, coffee, and cocoa, because 
for many tea is not a substitute for coffee, but in-so far 
as one may be substituted for the other this possibility of 
substitution makes a direct interdependence of price. - 

This relationship exists among things not so evidently 
direct substitutes. In a way one can scarcely say that 
canned tomatoes are a direct substitute for canned peaches, 
but if for any reason the price of canned peaches goes © 
up people will buy more canned tomatoes; and even though 
the tomato crop has been abundant, the price of canned 
tomatoes will normally rise, if the price of canned peaches 
‘rises. They are substitutes for each other only as both 
are canned goods; and in the same fashion, though they 
are not direct substitutes for each other, the prices of 
rice and potatoes have sufficient interrelation that a marked 
change in the price of either has a direct effect on the 
amount of the other consumed. 

In the case of food prices in general, so far as change 
in price can make changes in the amounts of different 
articles consumed, this is very closely linked up with how 
» the consumer feels about the change in price. There is 
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a maximum price which is about all one housewife is will- 
ing to pay for a box of strawberries, and yet she may be 
willing to pay more for a box of another kind of berries 
which she does not regard as having any higher food 
value. At the same time the general rule holds true that 
the kinds of food purchased are very largely determined 
by the relation of food values to price—that is, by the 
relative amount of consumer’s surplus as determined by 
food values. In fact, it is evident that the attempt of 
the housewife to get the largest possible food value for 
her money must result in an interdependence of prices, 
since if the price of one article of food goes up, another 
will be substituted. This substitution will result in check- 
ing the rise in price of this article by checking the demand 
for it, and also in a tendency to raise the price of the 
substitutes by increasing the demand for them. 

2. All Goods as Reciprocal Substitutes for One Another. 
_ —All goods on the market compete for the demand which 
is created by the fact that all these goods are supplied for 
the market. In proportion as one type of goods is able 
to secure more buyers more of this type will be produced. 
When a new phonograph comes into the market the demand 
for it comes from two sources, from those who had decided 
to buy phonographs of one kind or another, perhaps a 
definite type, and who now decide to buy the new kind, and 
from those who had not decided to buy a phonograph but 
perhaps had in mind something else, say a set of dining- 
room furniture. In either case the demand for the new 
“phonograph is a diverted demand, a demand diverted from 
other things. In other words, the buyer of the new phono- 
graph substitutes it for whatever else he was going to buy; 
and no matter what that other thing was, the new phono- 
graph is thus a substitute for it, since the phonograph can 
be substituted for it or it for the phonograph. 

The activity of this principle is greatly stimulated by the 
fact that one’s desires usually far outstrip his actual 
_ market demands. He is, therefore, constantly shifting back 
_ and forth in his mind the relative importance of the various 
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things he desires. As he knows he cannot have them all, 
he shifts them around, trying to see how he can get the — 
greatest value out of what he has to spend; and the value 
by which he measures results is not market value, but sub- 
jective value to him, the value which measures his con- 
sumer’s surplus over what he must pay. 

So far as literally creating demand is concerned, a new 
article sold on the market creates new demand for other 
things (Say’s Law); but it does not create the demand 
which is utilized by its own purchasers except as it makes 
some one get to work and produce something else for the 
market in order to obtain this new article. In one sense this 
distinction is not important, but in another sense it is of the 
highest importance, for the very idea of selling anything 
involves the idea of selling it in competition with every- 
thing else in general and in particular with the more or 
less direct substitutes for it. 

Summary.—Whether an article is marketed on a price 
basis or on a quality basis, it is marketed in competition, 
first with more or less direct substitutes, and second with 
all things which are competing for a share of the total 
social income. Even competition on a quality basis will 
bring about competition which will force price within the 
limits of normal profits, at least to the extent that the 
buyer’s judgment allows him to make substitutes. — 

The actual prices of all produced goods are, therefore, 
closely interrelated. On the side of cost they are interde- 
pendent because all produced goods contain the three pri- 
mary factors of cost—labor, interest, and normal profit; 
and the price of each type of goods will be the cost of that 
good to the marginal producer. On the other hand, when 
the goods are marketed on a quality basis, the consumer’s 
surplus, the amount which the buyer feels he gets in per- 
sonal value above the amount he must pay will so regulate 
the amount of each article demanded that in goods that 
have direct substitutes the competition for the privilege 
of supplying the market will assure the prices being estab- 

‘lished at the cost of manufacture to the marginal producers. 
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‘The doctrine of reciprocal substitutes is a fundamental 


principle which is essential in studying the market either 
for an old-established article or for a new article. What- 
ever demand for each article is created on the market is 
created by diverting that amount of demand from some- 
thing else, and it is this diverting of demand which con- 
stitutes primarily the problem of competition. 


PROBLEMS 


The organizer of a company to manufacture cosmetics in persuading 
people to invest their money in stock in his company points out the cost 
of manufacturing face powder, rouge, etc., shows the prospective stock- 
holders what they sell for, and, after making allowance for retailers’ 
profits, shows a profit for the manufacturer of over 200 per cent. 
How do we know that this profit will probably not be realized? 

“A new invention which would cut the cost of making steel from iron 
would benefit every laborer in the United States.” On what basis can 
such a statement be made and how can we be sure that part of the 
benefit will actually be passed on to the laborer instead of being kept 
by manufacturers and middlemen? 

In what sense can we say that the consumer’s surplus in canned goods 
and furniture have an effect on the price of other commodities in 
general? 


. In what sense may the general appearance of a grocery store create a 


consumer’s surplus for the buyer quite apart from the actual food 
value of the groceries? 


. In what sense may the personal appearance of the clerks in a dry- 


goods store, quite apart from their salesmanship talks, create a con- 
sumer’s surplus for customers above that which they secure when they 
buy identically the same goods from another store? 


. To what extent does the mood of the buyer affect his consumer’s sur- 


plus, and is there a difference in the case of necessities and luxuries? 


. If potatoes are scarce and the price rises decidedly above normal, a 


good deal more rice will be used both by restaurants and by private 
families. How will this added use of rice affect the price of potatoes? 


REVIEW PROBLEMS 


“Tf competition tends to reduce profits to normal, how can you explain 

the high rate of profits in a store that in the face of competition of the 

keenest kind keeps on making large profits year after year?” Explain. 

“Even if we grant that the cigarette is harmful to the general good and 
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therefore an illegitimate product, why may we. prefer to trust to eco- 
nomic forces to limit the evil rather than appeal to the government to 
prohibit the manufacture of cigarettes?” If the majority are agreed 
that this is an evil, what fact about the action of economic forces will 
tend to make the government at least regulate the business to prevent 
private enterprise exploiting the business until economic forces have 
their normal effect? 

3. In industries which in any way depend upon vice what pri co 
in the consumer prevents regulation by the normal economic processes? 

4. “Consumption is just as necessary as production even when we are 
considering how to increase the wealth of the country.” How can 
this be harmonized not only with the thrift campaigns, Bus with the 
fact that capital originates through saving? 

5. “Interest always shows itself in the price of goods. In prddiieible 
goods it shows itself in that the price is greater than we would expect 
from the labor cost. In income-bearing goods, such as land or bonds, 
it is evident because the price is always less than the sum of the ex- 
pected incomes.” Explain and illustrate. 

6. In November, 1921, in harmony with pre-election pledges, the excess- 
profits taxes were repealed and certain changes made in the percentages 
in the income tax. In the very nature of the income tax and the excess- 
profits tax, why can we be sure that a true excess-profits tax eannot be 
passed on to the consumer while the tax on even a large income might 
be passed on to the consumer? 


CHAPTER XXII 


ECONOMIC FUNCTIONS OF MARKETING 


Tae Functions of MARKETING IN PRODUCTION 
Marketing as a Function in Material Production 
Marketing as an Essential Part of All Economic Production 
Marketing as Creating New Value 
Functions of Marketing in Economic DIstRIBUTION 
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THE FUNCTIONS OF MARKETING IN PRODUCTION 


‘Tur physiocrats regarded the whole marketing process 
as sterile and insisted that no value was added to an article 
by the marketing process. They admitted that the market- 
ing process was necessary, but they were not essentially 
dissimilar from a large part of the present-day critics of 
the present system of marketing distribution. It is true 
that Adam Smith pointed out that exchange in itself might 
ereate value, and students of marketing may wonder that 
anyone should fail to see that the time and place utilities 
ereated by marketing are just as real as the form utilities 
ereated by manufacturing or the elementary utilities 
created or brought forth by the farm and the mine. Yet 
to the literal-minded any value that is intangible seems 
less truly value than that which has material evidence of 
its reality. 

The chief purpose in discussing the economic functions 
of marketing, however, is not connected with the process of 
defense. Students of marketing and advertising are inter- 
ested primarily in the creation of value, and their chief 
- interest is, therefore, in how marketing functions in the 

creation and distribution of value. In discussing so funda-— 
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mental a question it has seemed advisable, even at the risk 
of undue repetition, to consider first the outstanding eco- 
nomic functions of marketing in its relation to the producer 
of the thing marketed and in relation to economic distribu- 
tion, and to take up in succeeding chapters such specific 
phases of the marketing process as are usually discussed 
more in detail with reference to the technic of the process 
involved than with respect to its economic functions. For 
in addition to their technical aspects, with which it is not 
the function of this text to deal, there are specific economic 
functions in so complex a process as marketing which may 
perhaps be brought out more clearly by separate chapters 
on the economic functions of middlemen, salesmanship, 
buymanship, and advertising. 

1. Marketing as an Economic Function in Material Pro- 
duction.—The development of modern methods of produe- 
tion has been dependent on the development of marketing. 
For large-scale production and territorial division of labor, 
the marketing process is just as essential a factor as the 
labor employed in the factory. Market analysis is essential 
in determining both the type of goods it will pay to manu- 
facture and the quantities which can be marketed success- 
fully, and the marketing process is the means by which the 
product is disposed of and demand so secured made 
available for further production as well as for rewarding 
past production. ) | 

The efficient marketing of raw materials is a potent factor 
in the development of industries. The efficient marketing 
of fertilizer has been one of the most potent factors in agri- 
cultural development, and the efficient marketing of fuel 
has been a potent influence in the development of manufac- 
turing. It is true that the level of intelligence in buying 
for production is much higher than the level of intelligence 
used in buying for consumption, but it is also true that the 
very conception of a perfect market involves the intelli- 
gent competition of sellers. Moreover, as will be seen 
more in detail in the chapter on the economic functions of 

‘salesmanship, the very marketing process of goods in- 
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tended for further production involves contributing to 
_ the efficiency of the productive process in which the buyer 
is engaged. 

This process of contributing to the efficiency of the 
process in which the buyer is engaged has two aspects: 
(1) improving the product sold, and (2) improving the 
process through which the buyer combines this product 
with other factors to produce something else for the 
market. In the development of lubrication, for instance, it 
has been the competition of the marketing process which, 
on the one hand, has developed lubricants best suited to 
each given purpose and on the other hand has given to 
the textile mills, for instance, information on lubrication 
which has made their manufacturing processes more effi- 
cient. This information the textile mills could scarcely 
secure or develop for themselves, and on the other hand, 
except for the needs of the marketing process, neither 
the information nor the ideal lubricant for each varying 
purpose would have been developed. 

2. Marketing as an Essential Part of All Economic Pro- 
duction.—Attacks upon the present system of marketing 
as a rule center on one of two assumptions—that market- 
ing is not a productive function at all or that its type of 
production is not and cannot in its very nature be of as 
high order as material production. The point of view of 
economics is that any person is a producer who contributes 
anything necessary to the production of a thing of value, 
provided only his contribution is of a type scarce enough 
_ to command a price. For many, however, the true nature 

of marketing stands out more clearly in the assertion, 
‘‘Marketing is an essential part of the process of produc- 
tion, and anything which is not marketed is only partly pro- 
recone | 

_ No process is complete until it fulfills the end for which 
it was undertaken, and while we can say that, technically 
speaking, a stove is produced whether the manufacturer 
has sold it or can sell it, it has not become a part of eco- 
nomic production until it has been sold or otherwise au- 
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thoritatively passed into a value asset.1 Our present 
economic order is one of spontaneous co-operation effected — 
and regulated by exchange; and until a thing which has 
been technically produced has so entered this process of 
exchange as to have its value determined, it has not com- 
pleted the economic process of production. 

The heart of Say’s Law is in the recognition of this fact 
that marketing is an essential part of every productive 
process. Demand may be anticipated (that is, based on 
future production) or demand may be suspended, but’ the 
only way in which demand can be created is by producing 
something; and when we use the term ‘‘producing some- 
thing’’ in this sense we must include the marketing process 
as the final stage of the producing process. When, there- 
fore, we quote Say’s Law as ‘‘total supply equals total 
demand,’’ we must recognize that supply here includes 
the meaning sold; in other words, the sale is an essential 
part of the process of supply. 

Much error in our attitude toward the rasioeae process 
would be avoided if this fact were more intelligently kept 
before the public mind. The selling process is an integral 
part of the process of production, and selling cost, there- 
fore, an integral part of the real cost of production. You 
can, it is true, estimate the cost to date at any point in pro- 
duction. You can estimate the cost of plowing and planting 
corn, the cost of the corn at the end of the second cultiva- 
tion, and the cost of shelling the corn and putting it in the 
granary; but the total cost of the corn must include taking 
it to market and selling it. So also you can estimate the 
cost of shoes at any point in the process. If there are 
twenty laborers in the New England factory through whose 
hands they pass, you can estimate the cost of the pair 
of shoes as they leave the hands of the tenth laborer. You 
can estimate their cost in the box, at the freight station 


1 A bank loan on finished goods, for instance, may be regarded as compiling 
the process. The conditions of such loans, however, are seldom such as to 
justify the assumption. We may remark also in passing that one of the most 
fruitful sources of error in statements of new concerns is the estimate: of the 
value of finished goods and goods in process. 
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in Arizona, and on the local dealers’ shelves. But the 
process of producing shoes for the citizens of the Arizona 
town is not completed till the shoes are sold. 

The marketing process is not only an essential part of 
the process of production, however, but it is often neces- 
sarily the most expensive part. It is often much more 
complex than all the previous parts of the process, more 
expensive in capital outlay and labor outlay. The fact 
that the marketing process is often separated from the 
manufacturing process does not mean that both are not 
part of the larger process of production. Nor does the 
fact that the marketing process is itself often separated 
into a series of processes under different entrepreneurs 
have any more meaning than the separation of tanning 
from the manufacture of shoes. There may be a whole 
‘series of technical processes which lead up to one technical 
‘product, and there may be a whole series of economic 
processes which lead up to one economic result; but the 
_ essential fact here emphasized is that the economic process 
of production is not completed until there 1s an economic 
result; and this economic result must take place through 
the marketing process—that is, the selling of the material 
thing is an essential part of its economic production. 

8. Marketing as Creating New Value.—The most impor- 
tant and the most fundamental way in which the marketing 
process creates new value is a matter of opinion. Recent 
discussions in texts on marketing have tended to empha- 
size the marketing process as the creator of new utilities, 
the utilities of time and place, or to stress its function of 
giving to old utilities new value by creating new conditions 
of scarcity or taking advantage of old conditions of scarcity. 
On the other hand, the idea is as old as Adam Smith, though 
not stated in those terms, that the fundamental source 
of the creation of new value by exchange lies in the opera- 
tion of the law of diminishing marginal significance and 
in the nature of consumer’s surplus. 

The first aspect of value creation through marketing 


should be evident. Time and place utilities are just as 
293 


ECONOMICS OF MARKETING AND ADVERTISING 


real as form or elementary utilities. Taking part of the 
Georgia watermelon crop to New York creates value just 
as truly as raising the melons in Georgia; and bringing 
fertilizer from Trinidad, where it has no use, to New Hng- 
land, where it has high utility, gives this marketing process 
as a creator value a standing above the mining process 
of getting the fertilizer. Thus to take anything from a 
place where it either has no utility or is so plentiful as to 
have no value, and to transport it to another place where 
it is not only useful but is scarce enough to have exchange 
value, is one clear claim to value creation which marketing 
cannot be denied. 

The second aspect of value creation should also be more 
clearly recognized, since failure to recognize it is at the 
root of a great deal of unsound thinking on the whole 
marketing process. To illustrate this process of value crea- 
tion by exchange let us assume two farmers, one with two 
hundred bushels of wheat and one with two hundred bushels 
of corn. The following graphs will then illustrate the law 
of diminishing marginal significance and the way in which 
each farmer profits by an exchange of 100 bushels of wheat 
for 100 bushels of corn, the assumption being that local 
values are such that the exchange is made bushel for bushel. 

The law of diminishing marginal significance is fairly - 
well recognized even in ordinary consumer conceptions. - 
The first pair of shoes is essential, the second is important, 
but less so, and the third of less importance still. So also 
for the farmer who raises wheat the first fifty bushels 
has high importance for his own use, the second has less — 
importance, and so on. The diagram assumes that more 
than 200 bushels would have no value and that by the law 
of diminishing marginal significance the farmer who has 
raised corn rates his first 50 bushels as of high impor- 
tance and each succeeding 50 bushels as of less importance. 

Now if the farmer who has wheat trades 100 bushels 
for corn, the value he parts with is the value of the least 
important 100 bushels, but the value of the corn he gains 
' is the value of the first 100 bushels. He gets in exchange, 
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therefore, a value in corn equal to the value of the wheat 
he has kept, and the total value he now possesses is in- 
ereased by the amount shown in the shaded area. The 
trading process is thus seen to have created new value 
and by this creation of new value to have given a profit 


al 


200 bushels wheat 200 bushels corn 


100 bushels 100 bushels 100 bushels 100 bushels 
‘wheat kept corn secured wheat secured corn kept 


to both parties to the exchange. This is the heart of the 
test of a legitimate commercial transaction, that it must 
involve profit to both parties. 

A further application of the diagram may suggest the 
principle which makes the extension .of marketing so im- 
portant in the creation. ‘of. value, and. in. determining by 
how much a man’s real: wages shall exceed his money wages. 
Let us PePEONe that instead - of trading 100 ne) of 

295 


ECONOMICS OF MARKETING AND ADVERTISING 


wheat for 100 bushels of corn, he trades on the same terms 
_ 90 bushels for corn, 50 for oats, and 50 for rye. He gets 
in value the value of the first fifty-bushel rectangle and his 
new value total will be represented as follows: 


The shaded portion represents the additional consumer’s 
surplus he receives because through using his surplus to 
secure three commodities instead of one the law of dimin- 
ishing marginal significance does not operate on so many 
units of each commodity. The actual amounts of each 
product which he would actually trade for would be 
determined by what yielded him the largest consumer’s 
surplus, but the important principle for us to recognize 
here is that the gonswmer’s surplus is an added value cre- 
ated by the marketing process. That the marketing process 
in its influence on production is the source of a producer’s 
surplus should also be evident. 


THE FUNCTION OF MARKETING IN ECONOMIC DISTRIBUTION 


As the last stage of value creation is the marketing proc- 
ess and as the buyer’s surplus goes to the buyer, it should 
be evident that at this point the marketing process gives to 
the buyer a specifie share. of the total social income. On the 
one hand, the marketing. provess-is ia itself a part of pro- 
duction, a specific part of technical’ production, and an es- 
sential ‘part of economic production. On the other hand, at 
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is not only the essential process upon which the whole sys- 
tem of distribution hinges, but it is the point at which the 
value to be distributed is determined. 

This phase of marketing theory has especial importance 
because attacks on the present order are so largely attacks 
on just distribution and because of current belief that the 
marketing process receives too large a share of the price 
which the consumer pays. For if our economic distribution 
is unjust, and especially if it is so unjust as to render pro- 
duction inefficient, the remedy may well be sought in modi- 
fications or even in radical changes of the marketing sys- 
tem. In their search for greater justice or greater efficiency 

‘some people are willing to consider changes so’radical as to 
interfere with the two great fundamentals of the English- 
speaking people (personal liberty and private initiative), 
but others are willing to consider only such changes as will 
leave these two principles inviolate. But whether the mar- 
keting process remains highly flexible or whether it be reg- 
ulated by extreme state socialism, these three economic 
functions of marketing with respect to economic distribu- 
tion will remain: (1) The selling phase of the marketing 
process will give to the group the total amount to be dis- 
tributed as the result of the total process (1.e., manufacture 

and marketing combined). (2) The proportions of this 

total given to each member of the group will be determined 

_ by market reactions within its membership. (3) The money 

income so determined will be transformed into real income 

by the buying phase of the marketing process of other 
products. : 

1. The Effect of Marketing on Money Incomes.—It seems 
inadvisable to discuss here the marketing process in detail 
by which wages and rent are determined.’ On the other 

hand, the marketing process has so much to do with deter- 


_ 2A discussion of this last stage of economic distribution by which the total 

value of the product is divided among the various factors which had a real 

or assumed part in its production involves a discussion of the nature and 

. necessity of the four economic shares, wages, rent, interest, and profit. In so 

far as the preceding chapters have not supplied what the reader desires, he 

is referred especially to Cassel’s Nature and Necessity of Interest, and to Tay- 
 lor’s Principles of Economics, chaps. xxvi to xxxiv. 


ECONOMICS OF MARKETING AND ADVERTISING 


mining the total which shall go to’any industry, and there- 
fore the extent to which that industry and those who devote 
themselves to it shall prosper, that the effect of marketing 
in determining the money income of the group as a whole 
should receive proper recognition in any discussion of the 
economic functions of marketing. One needs to guard 
against assuming that the last step in any ‘process is the 
most productive, however, and perhaps here all that is es- 
sential will be evident if we make clear the outstanding 
function of marketing in determining money incomes 
through the determination of the total value of the product. 
The first step is, of course, the determination of the total 
value of the product. This total value is not determined by 
the cost, but by market reactions in which the supply factor 
cost is only one of the influences. The peculiar function of 
marketing in price determination is at the heart of the 
present order. In the main, for the individual entrepre- 
neur, the prices of labor, capital, and land are already de- 
termined, and it is the function of marketing to secure a 
price for the product which will give him a profit. As the 
efficiency of the industry increases on the manufacturing 
side, whether this increased efficiency is due to labor or en- 
trepreneurship or invention, the total amount produced in- 
creases, but whether its total value will exceed the total 
value of the previous output is determined on the market. 
If new uses are discovered for the product or if by adver- 
tising and salesmanship more and more demand for it is 
created, the market price may continue to yield more than 
normal profits. | 
We have already called attention to the fact that efficient 
marketing was essential to large-scale production and terri- 
torial division of labor, two of the greatest cost-reducing 
influences in manufacturing, but we need now to stress the 
function of marketing in keeping selling price from falling 
below cost. When an industry proves profitable many new 
men enter the field, and the natural result is that more is 
produced than the former market would absorb. It now 
becomes the function of marketing to sell the goods so cre- 
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ated or the excess of goods over market capacity will force 
price below cost and result in reactions within the industry 
which will lower the economic shares in that industry, espe- 
cially profits and wages and possibly rent. Former market- 
ing efficiency developed so large a market that many new 
manufacturers have entered the field and those in the field 
have increased their output; and the burden is now laid on 
the marketing process to develop still greater efficiency. 

This may show itself in decreased marketing costs as a re- 
sult of new methods or just larger scale production in the 
marketing function, but it must show itself in selling more 
goods either by the extension of the market or by the exten- 
sion of the use within the previous market. 

When the California raisin growers found themselves 
with a crop greater than the previous market demand it 
was necessary to create new markets. In this case the great 
new market was that created by the five-cent package of 
raisins and the advertising campaign which developed the 
raisin-eating habit. The total income to be distributed 
within the industry was so increased that an abundance 
which threatened disaster through low prices was converted 
into a source of prosperity. 

The second step in the determination of money incomes 
through the marketing process is equally evident. As any 
industry prospers those within it reap a benefit. It is true 
that the total added benefit may not be equally distributed, 
but it is undeniably true that even labor reaps a benefit 
whenever a given industry is able to secure wider and wider 
markets. It may be that the entrepreneurs already within 
the industry even combine to keep a greater amount from 
going to labor, but as the industry prospers the competition 
of new entrepreneurs for the more capable labor brings 
even labor a share in the larger return. 

2. The Effect of Marketing on Real Incomes.—An exten- 
sion of the principle of the diagram in the previous section 
should help one understand how the marketing process in- 
creases real income. Each man gets a money income and 
it is through this money income that he really exchanges his 
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wheat for corn and barley and clothing and books. But for 


the sake of explicitness let us translate the law of diminish- 
ing marginal significance and the nature of consumer’s sur- 
plus into terms of how money income ig translated into a 
real income greater than the money income. 

Let us assume that the farmer is living in an isolated 
place and, having sold his wheat and provided for his actual 
necessities, is able to buy fifty units of value at market 
price. Let us assume that there are five additional types 
of things he wants, and that their diminishing significance 
is represented for him by the figures 3, 2, 1, %, and 0. 
(This means that in each case, rather than go without it 
altogether he would pay three units for that which cost one 
unit on the market, say five pounds of tobacco; would pay 
two units for a second five pounds, but only one unit for the 
third. As he is willing to pay only one-half unit for the 
fourth five pounds and has no use at all for the fifth five 
pounds, and as the price on the market by hypothesis is one 
unit for five pounds, he will buy only fifteen pounds.) For 
the five types of things, therefore, if we assume similar 


conditions, he will spend enough to buy three units of each, 


spending fifteen units for all five types. In return for his 


fifteen units in money he gets what he would rather pay: 


thirty units for than go without, and he still has on hand 
thirty-five units of his demand. His total real income to 
date is, then, thirty-five units money plus thirty units of 
goods as compared with a money income of fifty units. 

Let us assume now that by an extension of the market the 
farmer is not only educated into the value of other things, 


but they are brought into his local markets in such numbers _ 


and varieties that he chooses carefully how he spends his 
money to ‘‘get the most out of it.’? Suppose that with this 
same schedule of significances (3, 2, 1, 4, and 0) the articles 
are So numerous that he spends his fifty units on twenty- 
five articles. He gets, by his own estimation of personal 
significances, 25 times 3 plus 25 times 2 units of value or a 
real income of 125 instead of a money income of 50 units. 
The two specific points to be noted are as follows: It is 
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the marketing process which by supplying an ever-increas- 
ing number of products and educating consumers to their 
uses has crowded the marginal articles with low marginal 
significance out of the individual budget and replaced them 
by articles with higher marginal significance, and so in- 
creased the realincome. With all credit to increased manu- 
facturing efficiency, this function of marketing has been the 
most potent factor in increasing the standard of living. 
The second point to be kept in mind is that real income ex- 
ceeds money income by the total amount of consumer’s 
surplus. It is because of this fact that a drop in wages 
accompanied by a drop in prices. does not decrease real 
wages, but a decided drop in wages before there has been 
an equal drop in retail prices will normally result in labor 


_ protest on the basis of the standard of living.* 


Summary.—Marketing is an essential factor in all eco- 
nomic processes. Material production may be treated as a 
technical process, and may even be treated as an economic 
process on the side of cost; but under our present economic 
order value is created by utility and scarcity, and either an 
actual or highly potential marketing process is necessarily 


involved in value creation. This sweeping statement can 


be shown to be too sweeping by pointing out how things had 
value for Robinson Crusoe or how the radishes raised in 


your own back yard for home consumption have value, but 


the statement remains literally true in so far as our present 
order is one of spontaneous co-operation effected and regu- 
lated by exchange. 

Without the marketing process, then, material produc- 
tion alone is a technical rather than an economic process; 


but the marketing process alone is an economic process as 


well as a technical process. The first sale of the manufac- 
tured product, say to the wholesaler, completes the eco- 


$8 It should be noted in this connection that index numbers are on wholesale 


_ prices and that retail prices do not follow wholesale prices, as a rule, more 

_ vapidly than the time involved in one to two turnovers. Thus the index 
' number may show a drop in prices which is not reflected in retail prices, and 
_ downtown stores may show the retail drop before the stores at which the 


normal purchases of laborers are made. 
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nomic process of which manufacturing is the first step. 
But successive steps in the marketing process, from whole- _ 
saler to retailer and from retailer to consumer, are both 
technical processes and economic processes in themselves, 
each creating new value which is not the result of previous 
processes, and the value so created being evidenced by the. 
difference in value at the beginning and the end of each step 
in the process. 

The essential nature of this value creation lies in the. 
very nature of the marketing process. Exchange motiva- 
tion is based on the fact that no one will exchange except to 
gain a benefit, and the sum of the two benefits involved in 
every legitimate exchange is the minimum amount of value 
which can be regarded as created by the exchange. Be- 
cause consumer’s surplus varies and we have no means of 
determining by how much the consumer’s surplus exceeds 
the price actually paid, there is no way of determining the 
total value so created; but because some consumers will 
have a much greater consumer’s surplus than others, and 
because all must have a feeling of advantage in buying or 
they will not buy, the market price does not express a 
greater, but rather a less, value than the total value 
created. 

Real income and not money income is the basis of human 
satisfaction and the basis of human motivation; and real 
income exceeds money income very largely in proportion 
to the efficiency of the marketing process. This marketing ~ 
process involves educating the consumer as to the various 
utilities to him of the various things which are brought to 
his market, and so pressing them on his attention as to in- 
duce him to buy those things which have for him the great- 
est consumer’s surplus. When once it is clearly under- 
stood that it is the marketing process which produces the 
consumer’s surplus, and that this consumer’s surplus is in- 
creased by the complexity of the market and the educational 
forces involved in selling, there will be less tendency to re- 
gard the marketing process as taking value which it does 
‘not create. As a matter of fact, the marketing process in 
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its very nature, in the normal order of things, takes less 
value for itself than it creates, the excess going to the con- 
sumer as consumer’s surplus. 


5. 


PROBLEMS 


With vinegar selling at twenty-five cents a gallon at retail, a promoter 
offers stock for sale on the assurance that he can manufacture vinegar 
for ten cents a gallon. Granting that he can do so, what are the other 
factors in production which he must provide before the success of the 
enterprise is assured ? 


_A chamber of commerce enters on a campaign to secure new industries 


and new citizens. In what ways may additional value result from this 
process—that is, in what ways may actually new value be created? 
Which of these ways are essentially manufacturing and which are 
essentially market reactions? 

A man’s income may be divided into that used for consumption and 
that used for production. How may consumer’s surplus be said to 
induce him to use part of his money for production purposes? 


- In what ways, if any, may money saved and put into a bank for safe 
keeping, but not at interest, have a consumer’s surplus? 


REVIEW PROBLEMS 


“The first settlers in a country get the best land, and the late comers 
must pay these men for what cost them nothing.” Comment. 


. “Americans should spend their money where they earn it and not in 


Kurope, where it does America no good.” 

(a) What is there about the very nature of earning money which is 
not in harmony with this sentiment? 

(b) Name some of the advantages which accrue to America from 
tourists spending their money in Europe. 
As a matter of practical politics many leaders in socialist thought 
recognize that provision must be made in any socialistic administration 
for interest on savings. Why? 
In a town of some 1,500 people the local milliner makes a special effort 
to induce one of the wealthier women of the town to make a 400-mile 
trip with her to buy millinery, using as an inducement her own expert 
services and her buyer’s price in helping this woman get her own hats. 
What advantage does the milliner gain from inducing this woman to 
trade elsewhere, granting that she receives no commission? 
Granting that another industry could be established and carried on 
profitably in a town of 2,500, why might the industries already estab- 
lished look with disfavor on attempts to induce the new industry to 
locate there? 


CHAPTER XXIII 


ECONOMIC FUNCTIONS OF MIDDLEMEN 


Economic FuNCTIONS OF THE WHOLESALER 
Service as an Elementary Utility 
Service of the Wholesaler to the Manufacturer 
Service of the Wholesaler to the Retailer 
Economic FUNCTIONS OF THE RETAILER 
Main Products Furnished the Consumer by the Retailer 
By-products Furnished the Consumer by the Retailer 


ECONOMIC FUNCTIONS OF THE WHOLESALER ~ 


Two tendencies are clearly evident among those who 
criticize the difference in price between that paid the 
manufacturer and that which the consumer pays. One 
tendency is to criticize the man who takes the consumer’s 
money, the retailer, and the other is to assume that the 
retailer is not himself so much to blame, and that there- 
fore the wholesaler and jobber are the guilty parties who 
raise price beyond proper marketing cost. Under normal 
conditions, the tendency to criticize the retailer arises in 
part from the natural human tendency to fix the blame 
on the nearest party, and in part from critics of the present 
order and those who want to form buying co-operatives and 
therefore point out how much the retailer makes as a 
way of inducing consumers to do co-operative buying. 
Under post-war conditions this tendency is accentuated by 
the protestations of manufacturers and wholesalers that 
the retailers and not they themselves are to blame for 
continued high prices. 

On the other hand, the tendency to blame the wholesaler 
is largely due to assertions of the retailer and his tendency 
to agree with the assertions of the consumer in regard to 
‘high prices and to protest his own innocence by shifting the 
blame to wholesalers and manufacturers. Many who feel 
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that prices are too high are unwilling to charge the retailer, 
whom they know and esteem, with being a profiteer; but 
they would not be so positive in the belief that the whole- 
saler was reaping illegitimate rewards if the retailer did 
not indorse this opinion. 

Generally speaking, everyone recognizes that there are 
legitimate marketing costs which must be borne, but the 
less familiar one is with a process the less he is apt to 
realize its complexity and the extent of its unescapable 
costs. Both retailer and wholesaler suffer from their 
criticisms of each other, for wholesaler and retailer are 
part of the same process and you cannot, as a rule, destroy 
confidence in one part of a process and leave the other 
clear of suspicion. At times, moreover, suspicions of the 
marketing process are justified by the facts in the case; 
and it is part of the very nature of our present order that 
there should be price fluctuations which are in turn regu- 
lated by market reactions. It is not, therefore, the purpose 
of the present chapter, or of this text, to justify specific 
prices at specific times, and certainly not its purpose to 
suggest that our marketing system is in no need of improve- 
ment, but rather to make clear the specific functions which 
the wholesaler and retailer perform which neither alone 
could perform as effectively, and to make clear that there 
are functions performed by middlemen which it is economi- 
eally impossible for either the manufacturer of some 
articles, in fact most articles, or the consumer, to take over. 

J. Service as an Elementary Utility—Adam Smith was 
unable to give a full measure of economic appreciation to 
the work of those whose labor resulted in no material goods 
for the market. It seemed to him that however necessary 
the services of servants might be, they were not economic 
im the same degree as those which resulted in material 
goods for the market. Later attacks on the nonproductive 
character of the marketing process brought forth the dis- 
tinction between elementary utility on the one hand, the 


distinctive product of the farm and mine, form utility, 


the distinctive product of manufacturing, and time and 
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place utilities, the distinctive products of the marketing 
system. In the main, this new analysis served its purpose 

for the defense of marketing, showing that it created its 

own specific types of utility; but perhaps one of the most 

important functions of the marketing process, and one of 

the greatest reasons for the division of labor throughout 

the field, can be best understood if we go back to the funda- 

mental difficulty of Adam Smith. 

Service in itself is a utility, and there is no need for it 
to be passed on with any material goods in order to establish 
its economic character. Service to the seller is just as 
truly an economic good as service to the buyer, or, to put 
it in still more explicit form, a service to the seller which 
makes no difference whatever with the condition, character, 
quality, or quantity of the goods he sells is just as truly 
economic as if it did make a difference in some utility 
characteristic of the good sold. An economic good is any- 
thing, whether material or intangible, which has utility 
and scarcity and so commands a price. 

Every step in the marketing process marks a point in 
separation as well as a point of union between buyer and 
seller. Each performs a service for the other; and each is 
paid, and each is willing to pay, for that service. This 
service may or may not have value for production, it is its. 
character as service not its character as related to material 
goods alone which gives it value. When a manufacturer 
escapes a burden it is a service to him, an economic good 
to him, whether the burden he escapes is that of mowing 
his lawn or marketing his goods. The energy which he 
saves may be devoted to being a more efficient manufacturer 
or to playing golf without making the least difference in 
the economic character of the service he has secured. 
Neither is service to be justified economically only on the 
ground of contributing to material production, for the man 
who takes any burden off another’s hands is entitled to a 
reward for burden bearing. 

2. Service of the Wholesaler to the Manufacturer.—One 
of the primary applications of the principle of division of 
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labor is the division between the manufacturing and market- 
ing processes. This division may properly take place even 
when nothing is gained in efficiency, the division being made 
merely because the manufacturer prefers not to undergo 
the responsibility of marketing his product. A still more 
explicit statement of the principle would justify such a 
division even if a manufacturer had to sacrifice part of his 
gain as manufacturer in order to induce some one else to 
take care of the marketing process. For instance, if he 
can manufacture an article for $10.00, including his concep- 
tion of $2.00 as a fair profit, and can himself market it 
direct to the retailers for an additional $3.00, it is a wholly 
justifiable economic process for him to sell it to the whole- 
saler for $9.50, thus allowing the wholesaler to make $3.50. 
It all turns on whether the service of the wholesaler to the 
manufacturer is worth what it costs. 

In such a case, by hypothesis, the price to the retailer 
and to the consumer is not affected. The manufacturer 
may be willing to take less for his product if by so doing 
he can avoid the burden of marketing it; and the additional 
product which the wholesaler furnishes, and for which he 
receives the extra compensation, is not a service which 
adds to the value of the goods but is itself an elementary 
utility furnished the manufacturer by the wholesaler. This 
distinctive type of service must be recognized if we are to 
recognize the distinctive economic service of sales agents, 
not merely to new concerns which might have difficulty in 
marketing their products but to well-established concerns 
which could market their own products successfully. 

This service of the wholesaler to the manufacturer is 
usually accompanied by a second distinct gain due to divi- 
sion of labor. The manufacturer becomes more efficient 
as a manufacturer when he devotes all his time and energy 
to manufacturing, and the man who specializes in marketing 
tends to become more efficient because his energies are 
_ devoted to the one thing in which he excels. 

_A third distinctive function to the wholesaler which may 
be regarded primarily as a service to the manufacturer 
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occurs whenever the wholesaler is able to sell more goods 
than the manufacturer could sell for himself. He may do 
this because his economies through large-scale production 
(selling products for many manufacturers) allows him to 
market at less cost, and thus stimulate buying by giving 
the retailer lower prices than the manufacturer would have 
to charge. He may sell more goods at the same price the 
manufacturer would have to charge. Yet the character 
of his service to the manufacturer is not changed whether 
he makes more money or less money in the marketing 
process than the manufacturer would have made. 

He may sell more by his marketing efficiency and make 
more per unit sold, or he may make less per unit sold and 
yet through handling many products make more per unit 
of invested capital; but whether part of this increased 
efficiency is passed on in benefit to the consumer depends 
upon competition between the various marketing agencies. 
In short, we must not confuse the question as to how much, 
and how, the wholesaler benefits the manufacturer with the 
question as to whether we think he receives a larger reward 
than his services justify. We have, as we have noted, a 
tendency to feel that a fair price,-whether for goods or 
service,’ is closely related to cost of production; but if we 
are to keep from loose thinking we need to keep clearly 
in mind three things: (1) cost is only one of the factors 

1 One of the most interesting errors as to the influence of cost on price is 
the error perpetuated from Adam Smith and John Stuart Mill that in the 
long run the wages of labor tend to be the cost of production, that is, the cost 
of rearing and supporting laborers. “The fundamental errors in this concep- 
tion involve marketing principles. First, cost of production can be a dominat- 
ing principle in price determination, even with competition, only if the 
production period is. comparatively short. For instance, if it took seventeen 
years to build a ship, cost of production could not have the same influence it 
now has on the price of ships. Second, as pointed out in Chapter I, services, 
whether for consumption or production, have their value influenced by an 
attitude on the part of the buyer which differs from his attitude toward 
material goods. To this should be added the difficulty of estimating the value 
of the service elements as accurately as the material elements, the impossi- 
bility of even determining accurately a minimum living wage, and the fact 
that aside from the limit set by disutility, total available labor is at any 
given time a fixed supply good and as such has its price determined not by 


., the cost element in supply (except as disutility measures cost to each laborer) 
but by marginal and extra-marginal demand. 
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which determines price; (2) cost of the marginal supply 
is only a lower limit of price, and (3) only by competition 
does price tend to be brought down to this lower limit. 

3. Service of the Wholesaler to the Retatler—The two 
classes of service which the wholesaler furnishes the retailer 
may be roughly divided into his service in aiding the 
retailer to get what he sells, and service in enabling him to 
sell more efficiently than if he bought direct from the 
original producer. In some instances the original producer 
takes over the marketing distribution of his own goods to 
the retailer, and in some instances even manages all distri- 
bution to the consumer, and thus secures all profits in the 
process, selling his product direct to the consumer and 
furnishing to him the consumer service which will enable 
him to use the product efficiently. The manufacturer may 
decide that he can secure better results in this fashion than 
he can secure by using middlemen, and he may decide this 
- on the basis of any of the three services which we have 
pointed out as being furnished the manufacturer by the 
wholesaler. 

The National Cash Register, the Burroughs Adding 
Machines, the Bush and Lane Pianos, and other large 
organizations feel they can market their product more 
effectively by direct distribution than by middlemen; but 
their organization closely follows the regular middlemen 
organization. Many clothing and shoe manufacturers are 
using the same method, though more often a share of the 
profits as such go to local managers, at times the distinction 
_ being scarcely one of functions but merely ownership of the 
middleman functions. The services of the parent organi- 
zation, however, scarcely differ from those of the regular 
middleman organization except in the added shouldering of 
responsibility by the parent organization, which is a combi- 
_ nation of manufacturing and wholesaling. 

Whether the wholesaler * is also the manufacturer or 

2 For the purposes of discussion of economic functions no distinction is 
made here between jobber and wholesaler. So also the commission man and 


the broker do not receive separate treatment in this text. In the technic of 
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whether he buys from the manufacturer and takes the full | 
risk and responsibility of disposing of the goods, he has 
the definite responsibility of furnishing goods to the retailer 
and aiding the retailer in selling the goods so furnished. 
Where the manufacturer is also the wholesaler and also 
owns the retailer organization he has two distinct advan- 
tages. He does not have to sell his goods to the retailer, and 
he is in no danger of losing the retailer in case his product, 
either in quantity or quality, fails to satisfy him. But he 
still has the responsibility of teaching the retailer to sell 
to the consumer, and the retailer shares the responsibility 
of selling only as a hired man and not as an entrepreneur. 

The service of supplying the retailer with goods to sell 
is not merely a physical service. The process includes 
educating the retailer as to what goods he shall carry in 
stock, and the process of ‘‘keeping him sold”’ on the whole- 
saler who supplies those goods. The evident function of 
the wholesaler in supplying goods, however, is in supplying - 
the so-called place and time utilities, in gathering from 
various sources the things which the retailer cannot so 
effectively gather for himself and ‘in furnishing them in the 
quantities and qualities the retailer needs. With all excep- 
tional cases granted, the wholesaler can buy better eggs 
and apples than the retailer can, and with less waste of 
time and less squabble over guaranties, and can furnish 
them in the desired quantities. In the main, this is just a 
case of efficiency of large-scale production, but in part it is 
taking over a function for which the retailer is not fitted, 
the enforcement against original producers, who are inclined 
to shirk it, of their responsibility for the quality of their 
goods. 


marketing, distinctions between the various types of middlemen are entitled 
to all the. prominence they are usually given, but in a text devoted to the 
economics of marketing, not to be interpreted as the economies of marketing, 
it has seemed to the author that the extended treatment necessary for season- | 
ably accurate distinctions would confuse rather than help the normal student 
or the average reader. The texts on Marketing by Converse and by Clark, 
and the texts by Weld and by Macklin on the Marketing of Farm Products, 
will give adequate distinctions between technical functions of the various 
types. i 
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Comparatively little talk is heard now about doing away 
with the wholesaler, for it is evident to anyone that the 
local grocer and local dry-goods man could not possibly 
order direct from the manufacturers the wide variety of 
goods demanded by their customers. Here, at any rate, 
it is necessary only to point out that the price the whole- 
saler receives for this service has almost no relationship 
to what it would cost the retailer to do this work for 
himself. The only cost of production which regulates price 
here is the cost to competing wholesalers, and this is related 
to price only as a lower price limit. The upper price limit, 
the thing which limits the profits of wholesalers, is the 
competition of wholesalers to increase their efficiency both 
by adding service and lowering their own costs, and this 
latter fact is one reason why the co-operative wholesale 
house seldom reaches the efficiency of the competitive whole- 
saler. The co-operative wholesale house has its customers, 
generally with some financial responsibility binding them, 
and too often devotes its energies to holding its members 
instead of deserving to hold them by more and more efficient 
service. 

~The credit which the wholesaler furnishes the retailer 
is closely linked up with the wholesaler’s selling process 
and with his education of the retailer. No man is a good 
eredit risk, no matter how much money he has in the bank, 
if he is doing business at a loss. Sooner or later his 
account will become a liability instead of an asset to the 
wholesaler. The great function of the wholesaler here is 
to teach the retailer how to sell, how to do business; and 
here also the advantage of large-scale production is appar- 
ent. The wholesaler is selling goods over an extended 
area, and through a multitude of retailers is gathering 
constantly new ideas of business efficiency, new ideas of | 
how to sell, new ideas of how to display goods, new ideas 
of how to keep stock from growing old, and how to lessen 
expense and increase turnover. The retailer cannot 
possibly gather for himself the ideas which the wholesaler 
ean place at his disposal; and it is to the wholesaler’s 
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interest, as well as one of his chief economic functions in 
our present order, to teach the retailer how to sell more 
and more efficiently, in order that he may be able to buy 
more and more from the wholesaler. 


ECONOMIC FUNCTIONS OF THE RETAILER. 


As it is evident that the retailer performs for the whole- 
saler the same type of service which the wholesaler 
performs for the manufacturer, we may in this section with 
profit confine our discussion to the economic functions of the 
retailer as they relate to the consumer. Certain general 
functions of the marketing process, such as the Economics 
of Salesmanship, of Advertising, and of Turnover, will be 
left to the following chapters, chiefly for the sake of 
simplicity and to allow of more adequate statement, even 
though this plan involves something of omission in fullness 
here and something of repetition in later chapters. 

1. Main Products Furmshed the Consumer by the Re- 
tatler.—The evident main products furnished the consumer 
by the retailer are material goods and such services as 
convenience in place, display, delivery, credit, etc.; but his 
distinctive function is that he does for the consumer what 
the consumer could not do for himself even if he were 
willing to take the time and trouble. With the present 
standard of living it would be absolutely impossible for the 
average man to buy direct from original producers; it is 
even absolutely impossible for him to buy from the mail- 
order house all he consumes. It is true that the mail-order 
house can supply the function of the retailer in large 
measure, but it cannot do so completely. The average 
citizen must be able to buy a wide variety of things in 
moderate quantities and for immediate need, and there is 
under our present order no agency for performing this 
service except the retailer. In the chapter on co-operative 
for themselves the retailer’s function so seldom succeed, 
buying we shall see why groups which attempt to take over 
and we have already noted that there are fundamentals in 
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marketing which will prevent the majority of manufacturers 
_ from taking over the functions of the retailer with respect 
to their own products. For the great majority of items 
which enter the normal family budget, then, neither the 
individual manufacturer nor the individual consumer can 
take over the functions of the retailer. 

As a rule, the price which the retailer charges for taking 
over this function is not influenced by what it would cost 
the manufacturer or the individual consumer to supply this 
service for themselves, but there are two cases where this 
is an influence. The manufacturer of a product which he 
can himself distribute to the consumer will not, as a rule, 
sell to the wholesaler or retailer at a price which will allow 
them a greater gross profit than he would himself require 
to induce him to perform their functions. On the other 
hand, consumers will organize co-operative buying if they 
feel that the retailer is securing too much profit. In the 
main, however, it is the competition of the retailers them- 
selves which limits the prices the individual retailer can 
charge. In other words, in supplying the consumer with a 
variety and quality of goods wholly beyond his power to 
secure, the retailer furnishes him with a utility far beyond 
the price he pays, the excess value of this utility above 
market price being consumer’s surplus, and the price being 
kept low enough to furnish this consumer’s surplus not 
primarily by the wisdom or foresight or buying skill of the 
consumer but by the competition of the retailers themselves. 

2. By-products Furnished the Consumer by the Retailer. 
—A large proportion of retailers have serious shortcomings. 
Many of them lack intelligence and capacity, not a few of 
them lack the most fundamental principles of commercial 
honesty, and still more fall short of reasonable standards 
of efficiency both from failing to do their own unaided best 
and from failing to take advantage of the efforts of the 
better wholesalers to educate their retailers into merchan- 
dising efficiency. But any frank and open-minded study of 
the various functions of the retailer must result in what 
may seem to his disgruntled customer a veritable panegyric. 
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With all the help he gets from the advertising of those 
whose goods he sells, it is the retailer primarily and above 
all who educates his customers. With all the help he gets 
from those who guarantee goods to him it is the retailer 
who makes the guaranty effective, and prevents its abuse. 
It is the retailer who furnishes credit and delivery and an 
attentive ear to complaints. It is the retailer who adjusts 
his stock to his customers’ needs. All these things are 
economic services, some of which many customers prefer 
to furnish for themselves but all of which must be paid for 
if furnished, either by increased price per unit sold or by 
increased volume which reduces selling cost. 

Some of these by-products are not furnished by certain 
types of retailers. The cash and carry grocery stores 
furnish neither credit nor delivery and very little of the 
personal service which holds many customers to the service 
stores in spite of mere price temptations. Local conditions 
have much to do with the extent to which cash and carry 
stores flourish. The co-operative idea, for instance, tends 
to educate people into paying cash and carrying home their 
groceries, and labor troubles tend to create antagonism 
against the older type of merchandising, which makes the 
customer look on the price reductions of cash and carry 
stores as an indictment of service stores rather than a 
result of savings by the chain-store system and by savings — 
on credit and delivery and service. For instance, a grocery 
census in April, 1922, showed Seattle with about 500 cash 
and carry and only half the number of service stores, and 
Los Angeles, in the heart of the co-operative belt, with less 
than 150 service stores, while Portland (Oregon), with a 
more stable population and with a background of less labor 
troubles, had 396 service stores to 436 of the cash and 
carry type. 

Much newspaper space has been given, much of it edito- 
rial, to advocating direct relations between producers and 
consumers, especially in food products; but until such 
producers get much more honest and much more efficient 
there is little likelihood of a serious percentage of even 
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this marketing being carried on directly between consumer 
and original producer. The truck farmer who sells his 
goods in the public market sells only a small part of the 
total of such goods bought in the city, even in such places 
as Indianapolis and Seattle, where such markets are highly 
developed. Even those who develop a high reputation for 
honesty and so get regular patrons find it only reasonably 
profitable, and only rarely do they make more than moderate 
wages for a day’s work which often starts at three o’clock 
in the morning. The fact is, that compared to the ordinary 
truck farmer, even the keeper of a small stall is a large-scale 
producer in the marketing field and can sell for less margin 
than his truck-farmer competitor. 

The so-called ‘‘farmers’ sections’’ in public markets, or 
even markets restricted to those who sell only what they 
themselves produce, are chiefly useful as helping regulate 
_ the normal marketing system and reduce discontent. After 
a farmer has spent the day in selling his own products and 
counts the difference between what he would have got 
from the produce merchant and what he did get he is 
seldom satisfied with his wages for the day. The result 
is that he tends to sell directly only such products as give 
him a reward for doing so, and to feel as to the others that 
the middlemen haven’t anything like the margin of clear 
profit he thought they had. On the other hand, the fact 
that many more of the farmers may resort to selling their 
goods themselves, as well as the competition of those who 
do so, tends to stimulate the efficiency of the middlemen. 
Summary and Comment.—The division of utilities into 
elementary, form, time, and place is inadequate unless it is 
clearly understood that elementary utilities include such 
intangible things as service which is not connected with 
_ either the quantity or quality of material goods. Many of 
the unjustifiable criticisms of our marketing system arise 
from failure to understand this and to recognize service 
as in itself an economic good and entitled to reward. Chief 
_ of these services is the risk and responsibility burden which 
it is the aoa function of the middleman to take from the 
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shoulders of the original producer, but the service of 
courtesy and education on the part of retailer and whole- 
saler alike is just as truly. an elementary service which is 
to the buyer an economic good. 

The services of the wholesaler to the retailer may be 
classed as of three kinds: (1) those which make no differ- 
ence in the manufacturer’s efficiency, (2) those which help 
him become more efficient in turning out the same volume, 
and (3) those which allow him to increase his efficiency by 
larger scale production. His service to the retailer is in 
furnishing the retailer goods and in teaching him to mer- 
chandise those goods more efficiently. Both these services 
he can perform for the retailer more efficiently than the 
retailer can perform them for himself, primarily because 
of the efficiency which results from division of labor and 
large-scale production. 

As to the functions of the retailer in his service to the 
consumer, the evident main product of furnishing place and 
time utilities with respect to the material goods which he 
comes to the store and buys and pays for is supplemented 
by a series of by-products such as education, store service, 
credit, delivery, etc. Some of these by-products the 
consumer can supply for himself, but it is absolutely impos- 
sible for the consumer himself to supply the main product — 
or for the average consumer to buy even any considerable 
proportion of the family budget directly from the original 
producer. Such marketing as is carried on directly between 
original producer and consumer, unless the producer ean 
utilize large-scale production in marketing, has its chief 
value in regulating the ideas of original producers who try 
it and in helping to regulate the price and increase the 
efficiency of men regularly engaged in the marketing 
process. | 

In short, the efficiency of the marketing process de- 
pends primarily upon the efficiency of the competitive proc- 
ess, and the net value created is the sum of new values 
less the cost of creating them. Large-scale production 
is just as essential in reducing cost in the marketing 
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process as in the manufacturing process, and for this 
reason alone neither the wholesaler nor the retailer can 
be displaced by direct consumer-producer relations in 
most commodities. And finally, the value added by the 
marketing process is in large measure not, merely value 
added through the addition of time and place utilities but 
(1) value added to material goods by marketing reflexes 
on the process of material production, (2) value added by 
choosing for given consumers goods which will have greatest 
value to them, (3) value added by the exchange process 
(producer’s and consumer’s surplus), (4) value created in 
service, and (5) stimulation on production processes 
through the consumer’s desire for things he cannot have 
unless he produces something to secure the necessary 
_ market demand. 


PROBLEMS 


1. Outline the necessary expenses which make it impossible for the ordi- 
nary cannery to sell direct to the retailer. 

2. Why can a wholesaler buy canned peas from the cannery and sell 
them to the retailer at less cost than the cannery can perform this 
selling function? Under what circumstances may the cannery be able 
to compete in efficiency with the wholesaler process? 

3. “The abolition of the wholesaler would crush the small manufacturer.” 
Explain what the author of the above quotation would probably give 
as his reasons. 

4, “There are too many grocery stores, but we cannot limit the number 
of grocery stores without violating one of the most fundamental 
principles of our present order.” On what grounds can we justify 
both statements? 

5. “Bankruptcies are a necessary part of the present marketing system, 
but wholesalers can reduce the number of bankruptcies among retailers 
without violating the freedom of the retailer.” Defend both statements. 


REVIEW PROBLEMS 


1. At the end of the canning season for tomatoes in a given year the 
canneries and wholesale houses find they have far more than are 
normally consumed in a year by the country as a whole. Granting 
that no more than usual can be exported, what are the two evident 
methods which may be used to dispose of the full stock? 
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“If a co-operative cannery would sell its tomatoes, peas, corn, etc., 
directly to the retailer, the co-operators would cut out at least one 
middleman, the wholesaler, and get this extra profit for themselves.” 
Why. do the co-operatives find it necessary to combine into a wholesale 
storage and selling organization in order to compete on the market 
with the wholesaler? 

What service does the marketing phase of production perform for the 
manufacturing phase in addition to selling the goods produced? 

The Stephens Bill was introduced into the 65th Congress making it 
unlawful for anyone to sell a trade-marked product below the price 
fixed by the manufacturer. The assertion was made that this was 
especially to protect the small store against unfair competition of 
larger stores and chain stores. What are the advantages and disad- 
vantages of such a law, so far as the small store is concerned? 

“A scarcity of unskilled labor tends to keep the country from being 
developed and this makes less opportunity for skilled labor.” Is there 
anything which results from an abundant supply of unskilled labor 
which might lower the wages of skilled labor? 


CHAPTER XXIV 
ECONOMIC FUNCTIONS OF SALESMANSHIP 


SALESMANSHIP AS A CREATOR OF SUBJECTIVE VALUES 
Salesmanship as Creator of Consumer’s Surplus 
Salesmanship as Creator of Internal Efficiency 

SALESMANSHIP AS A CREATOR OF OBJECTIVE VALUES 
Salesmanship as Creator of Producer’s Surplus 

’ Salesmanship as Essential to Correct Price Regulation 


_ SALESMANSHIP AS A CREATOR OF SUBJECTIVE VALUES 


Our present economic order is one of spontaneous co- 
operation effected and regulated by exchange. We produce 
what we produce, in the main, not to consume it ourselves, 
but to sell it and buy what we really want. We are thus 
continually interested in what other people want, not for 
the sake of their welfare, but because the relative impor- 
tance they attach to their various wants is one of the vital 
forces in determining what they will pay for what we pro- 
duce. Asa natural consequence we are interested in all the 
processes by which their wants are influenced, by which one 
want comes to be regarded as more important than other 
wants, and this involves all the reactions of the marketing 
process. 

The market demand schedules are made up of individual 
demand schedules, and so far as subjective values are con- 
cerned we are, in marketing, primarily interested in them 
only in so far as they are the cause of the individual demand 
schedules which reveal themselves in market demand sched- 
ules. We ought not to lose sight of the fact, however, that 
the appreciation of the utility of any given article is a sub- 
_ jective condition of value, that especially in consumer buy- 
ing the estimate of value in any given case is first of all 
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subjective, and that the correctives of this estimate are re- 
actions from objective facts of the market. Any function 
such as salesmanship which creates or heightens this sub- 
jective appreciation of value possesses an economic func- 
tion, since in order to motivate production the consumer’s, 
subjective value must be high enough to make him willing 
to pay a price which will cover costs of production, includ- 
ing the profit necessary to motivate production. In con- 
sumer’s goods it is the interreaction of demand schedules 
(created by subjective values) and supply schedules (domi- 
nated by cost) which creates that objective value revealed 
in market price. 

1. Salesmanship as Creator of Consumer’s Surplus.— 
We are justified in saying that market price and the 
law of single price fix the total exchange value of all the 
units sold at a given time. On the other hand, we miss the 
very nature of consumer’s surplus, and much of the essen- 
tial in market motivation, if we assume that this objective 
process of value fixation correctly records the total value, 
even to the buyers, of the goods bought. Market price re- 
cords only values to the marginal buyers, and the very 
nature of consumer’s surplus is a surplus in value over the 
price paid. 

Without very much question, the salesmanship of the 
auction room creates an appreciation of utility on the part 
of the bidders which makes them compete for the things 
placed on sale. In so far as this competition raises price 
to the point necessary to shut out the unsuccessful bidders 
and make sure that the successful bidder gets what he 
wants, salesmanship is an economic factor in the creation 
of objective value. Without doubt, too, this is one of the 
most evident functions of salesmanship in the normal mer- 
chandising sale of articles of which there is a supply for all 
but in regard to which the customer must be educated as to 
its value, to him, before he will buy it. 

For even in standard goods salesmanship may be neces- 
sary to make the buyer appreciate the utilities of the given 
‘product sufficiently to be Mise to pay the price necessary 
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to cover costs of production and so insure continued pro- 
duction. 

Even in the sense of a necessary part of the process of 
determining market price, salesmanship must therefore be 
regarded as true economic production; and as the regula- 
tion of our present order requires a reasonable amount of 
intelligence on the part of the buyer, that part of salesman- 
ship which is essential to educating the buyer must be 
classed as true production. A proper price is essential to 
regulate material production, and marketing production in- 
cludes securing a price to cover total costs as an essential 
part of the process. This should be perfectly evident, but 
much criticism of the retailer is based on the assumption 
that his salesmanship makes people buy some things they 
do not really want and pay more for other things than they 
are really worth. Wherever this is true it is a criticism of 
the sales process and of the intelligence of the buyer, but it 
is, nevertheless, an economic factor in creating the objective 
value manifested in the sale price. 

The true criticism of this process is that the temporary 
objective value created is greater than the real subjective 
value, that when the customer gets away from the influence 
of the salesman he finds himself not with a consumer’s sur- 
plus, but what we might call a consumer’s deficit. The very 
term satisfied customer implies that the buyer feels he got 
more value than the price he paid, and the fundamental con- 
ception of a legitimate commercial transaction as developed 
in economics from the time of Adam Smith involves the idea 
that the buyer shall profit by the transaction. If he buys 
for further production, this profit may reveal itself in ob- 
jective value, but if he buys for consumption this profit 
reveals itself in the excess of subjective value over the ob- 
jective value determined by market price. 

Although it is inherent in the very nature of the influence 
_ of salesmanship to make the marginal man willing to pay 
the price which makes him the marginal man in buying 
goods for further production, the influence of salesmanship 
in creating value is not so evident to many. It can be 
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argued that the value was really there, and that this value 
would have been revealed in the process of further produc- 
tion quite apart from the function of the salesman. As 
already pointed out in a previous chapter, however, even 
this assumption is not literally true, since in such cases as 
supplying proper lubricants to textile mills the salesman 
' supplies something which the oils themselves do not con- 
tain. It should also be apparent that salesmanship has 
created value, which did not exist before the sales process, 
when a salesman takes a customer who wants to buy a suit 
of clothes and sends him out of the store not only with the 
suit of clothes, but with such a confidence that he looks well 
in it that he secures a position he could not have secured 
without that confidence. Even though he makes no material 
gains because of this confidence, moreover, the salesman 
has just as truly created value if the man has a greater 
feeling of well-being or anything else that adds to his feel- 
ing that the purchase gave him a consumer’s surplus, 

In this connection we should note at least one of the dis- 
tinctive functions of advertising which is a vital part of the 
sales process in merchandising, and which even in selling 
goods for further production plays a large part in educat- 
ing and influencing the buyer. If we accept as a general 
test of an effective advertisement the statement that it must 
be seen, read, believed, and remembered we shall see the 
part it must necessarily play in building up subjective 
values regarding goods offered to him for purchase by the 
salesman. Moreover, as utility has economic existence only 
in so far as this utility is recognized by those willing and | 
able to pay the price necessary to secure control of it, the 
advertising and the salesmanship which create this recog- 
nition are direct elements in the creation of value. - 

Another phase of advertising in the creation of value 
may well be noted here, the influence of social value on the 
individual demand schedules. It is one of the distinctive 
functions of advertising to put before its readers an esti- 
mate of the high regard in which the article is held by 
others, their estimates of its various uses, its qualities, and 
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the personal satisfaction which results from its purchase. 
In so far as advertising is able to make its readers think 
more highly of an article, it creates a higher subjective 
value for the article, whether by showing its intrinsic merits 
or by creating or confirming confidence by showing the 
reader how society at large regards the article advertised; 
and this is in itself an economic process just because it in- 
fluences value. 

2. Salesmanship as Creator of Internal Efficiency.—In a 
separate chapter on ‘‘ Advertising as Analysis of the Mar- 
ket,’’ the reactions of the advertising part of the marketing 
process upon the manufacturing process are given more ex- 
plicit statement; but when the general subject of salesman- 
ship as a creator of values is under discussion we can 
scarcely omit the two functions of salesmanship implied in 
_ the motto, ‘‘Salesman sell thyself.’’ Nothing begets con- 
fidence like confidence, nothing creates in the mind of the 
customer the subjective value which is essential to his be- 
coming a buyer like the estimate of value in the mind of 
the salesman. It is not merely the objective elements of 
value, the explicit utilities of the article in question, which 
create subjective value in the mind of the buyer, it is largely 
also the personal element of the salesman. The salesman 
is literally selling himself, his ideas, his enthusiasm, to the 
customer. To do this legitimately he must first sell himself 
the belief in what he would sell to others, and modern sales- 
manship is recognizing that an essential part of this process 
is that the salesman accept as part of his function respon- 
sibility for the welfare of the buyer. 

In the whole process of marketing, in every step where 
economic values are established by transfer of ownership, 
the economic influence of salesmanship is in evidence. The 
subjective value in the mind of the buyer which can be 
directly ascribed to advertising and salesmanship is their 
most evident bearing on the creation of economic value, but 
just as salesmanship influences the salesman into higher 
efficiency it influences the buyer into higher efficiency. It 
is evident in the case of consumer’s goods that this sub- 
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jective value results in higher personal satisfaction, and in 
the case of durable goods for consumption it is part of the — 
function of advertising and salesmanship to so educate the 
buyer that he gets the maximum in time as well as satisfac- 
tion service. On the other hand, a little consideration of 
the facts of production will show that the subjective esti- 
mates of production goods is a vital factor in their efficient 
use. Hven in merchandising, the jobber’s salesman recog- 
nizes it as part of his business to create in the minds of the 
clerks a high estimate of the goods he sells their employer, 
and the man who sells machinery for production purposes 
knows that the efficiency of the machine depends not only 
upon the machine itself, but upon how thot one the work- 
men who use it are ‘‘sold’’ on its merits. 

The function of enthusiasm as an economic force eee 
creates value, because it is an essential to high efficiency in . 
sO many processes, is not sufficiently recognized. The in- 
fluence on civilization of salesmanship in creating new 
standards of value and inducing people to revise their old 
standards suffers under much the same handicap. Both are 
intangibles and therefore do not receive recognition when 
men consider material factors. Both lack the definiteness 
of painful effort so characteristic of the labor element which 
excites our sympathy and which is so evidently essential in 
material production. But with the recognition of the eco- 
nomic functions of anything which adds to oe both 
are due for fuller recognition. 

One more aspect perhaps should be noted which is dis- 
tinctly a function of salesmanship, though not always so 
treated, the function of salesmanship where no transfer of 
ownership is involved. The man who has an idea for more 
effective marketing or for more effective manufacturing 
must as a rule sell it before it becomes effective. At times 
this is an ‘‘outside’’ process, as when he sells it to an or- 
ganization to which he does not belong, either with or with- 
out his services; but the most important functions of gales- 
manship here are in selling the idea to those in the same 
organization. Before it is fully sold it must be sold to 
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subordinates, but the most difficult part of the process is in 
selling it to the heads of the business. 

The real difficulty and the real economic importance of 
this process is not at first so evident. Many have an idea 
that whenever a man has a new idea which would be profit- 
able for an organization, all he needs do is present it and it 
will be accepted on its merits. This is, however, far from 
the case even in concerns really desirous of welcoming new 
ideas. Inertia is just as much a fact in an organization as 
in a moving street car, and the business not only tends to go 
on in its regular method, but there are not only always those 
who are hostile to change, but usually some who regard the 
present method as a method for which they are primarily 
responsible. Moreover, each new idea may come in con- 
flict with various other ideas for increasing efficiency, and 
it is the function of salesmanship to see that each compet- 
ing idea is adequately presented. In fact, very often the 
sole essential difference between an idea which is adopted 
and results in economic gain, and an idea which is not 
adopted, is that the one which was adopted had a salesman 
- to advocate it, and that his salesmanship made actual the 
economic values which without it were only potential. 


SALESMANSHIP AS A CREATOR OF OBJECTIVE VALUES 


It is true that salesmanship has its most direct influence 
on exchange value through its influence on individual de- 
mand schedules, and that the appreciation of utilities on 
the part of the individual is primarily subjective. Without 
entering in any detail into the psychology of the process 
by which subjective appreciation is reacted on by outer 
standards of value, however, we may recognize the fact that 
it is the function of salesmanship to maintain this subjec- 
tive appreciation against any outer forces which unduly 
tend to lower it. It is apart from our present purpose to 
attempt to evaluate the contribution of salesmanship and 
advertising in the price-making process, the process by 
which objective value is given its market estimate, but it is 
- necessary for us to see clearly that it has so distinct a func- 
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tion in the process as to make not merely a technical but an 
economic contribution. 

Prices are bid up by buyers and bid down by colle The 
buyers bid prices up for either or both of two reasons—to 
induce more sellers to sell and to shut out of the market the 
extramarginal buyers. So, also, sellers bid prices down for 
either or both of two reasons—to induce more buyers to 
come into the market or to shut out the extramarginal sell- 
ers. Evidently salesmanship, therefore, has two sources of 
influence on market price—one on the demand side and one 
on the supply side. 

On the demand side salesmanship tends to inerease price 
through increasing the appreciation of the thing sold, for 
this appreciation is increased not only on the part of mar- 
ginal buyers, but on the part of extramarginal, and those 
who want things limited in quantity must, therefore, bid 
up price higher in order to shut out the extramarginal 
buyer. This influence on objective value from this source, 
however, does not stop merely with influencing the price of 
the thing produced, but develops an appreciation of quality 
and through this a willingness to pay for quality which 
allows higher quality to be produced. The salesmanship 
which induces people to buy three-thousand-dollar automo- 
biles instead of two-thousand-dollar automobiles and sixty- 
dollar suits instead of thirty-five-dollar suits is just as truly 
a part of the excess value creation process as be mechanic 
and tailor part of the processes. 

1. Salesmanship as a Creator of Producer’s Surplus. — 
In economic reactions motivation is often more important — 
than the specific values involved, and the study of the eco- 
nomic functions of salesmanship and advertising should es- 
pecially take this fact into consideration. We have seen 
that producer’s surplus is the felt advantage that the pro- 
ducer gains through the production process in which he is 
engaged, and anything which heightens this felt advantage 
supplies direct economic motivation. In this connection we 
should admit that irresponsible salesmanship may so 
heighten this felt advantage that producers may pay more 
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for a thing than its objective value justifies, but in this it is 
no different from the irresponsible or unscrupulous sales- 
manship which induces consumers to pay more than things 
are worth. 

We have seen in part the function of the wholesaler’s 
salesman in stimulating the merchandising efficiency of the 
retailer, but his efficiency depends quite as much upon his 
ability to inspire the retailer to efforts of his own as upon 
what he actually teaches him about turnover, credit, sales- 
manship, and display. So also the salesman who trans- 
forms a manufacturing plant by inducing the manager to 
put in new machinery increases the productive efficiency 
of the plant quite as much by stimulating the manager to 
see a new producer’s surplus as by the actual technical 
efficiency of the new machinery. 

Marshall points out? that the greatest gains in industry 
as well as the most permanent, result from external econ- 
omies rather than internal economies, and it should be 
recognized that salesmanship is one of the great mediums 
for extending external economies. Much of the extension 
of external economies comes from trained employees carry- 
ing their knowledge of internal economies with them, but 
it is a distinctive function of the sales process for the sales- 
man, whether retail or wholesale, to watch for new and 
_ more efficient uses and pass them on as part of the process 
by which he sells his goods. In fact, the importance of this 
function of salesmanship in the stimulation of industrial 
efficiency cannot well be overestimated. 

2. Salesmanship as Essential to Correct Price Regula- 
tion.—The efficiency of our present order depends pri- 
marily upon the economic right price, and therefore any- 
thing which is essential to establishing and maintaining 
this right price’ is of the highest economic importance. 


_ 1Alfred Marshall, Principles of Economics, eighth edition, p. 266 ff. Inter- 
nal economies, those dependent on the resources of individual houses; external 
economies, those dependent on the general development of the industry. 

_ 2The student is once more cautioned that right price in economics has an 
economic, not an ethical, connotation. The right price is that which correctly 

regulates economic activity. 
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The economic function of salesmanship in this respeet 
arises from the fact that right price must be established 
as the market price and that salesmanship is essential in 
forcing buyers to weigh the relative advantages of the 
various items in their buying budget, as well as in educating 
them to the point where they have the capacity for adequate 
judgment. 

A further function of salesmanship in this respect arises 
from the new conception of the responsibility of the sales- 
man. According to this newer standard the salesman is 
responsible for knowing the uses of his goods, and know- 
ing them better than any but the most skilled buyer. 
Through his own personal contacts and through the accumn- 
lated wisdom of his house the salesman possesses a fund of 
information in regard to the best methods of using his 
goods, and it is only when in possession of this knowledge 
that the buyer is capable of judging accurately what the 
actual value of the goods for him will be. 

The responsibility, and the economic co-operation, of the 
buyer is of course essential to establishing the right price, 
but the economic functions of buymanship are taken up in 
the next chapter and only explicit recognition of its fune- 
tion is necessary here to ward off any assumption on the 
part of the reader that salesmanship is the only essential 
factor in influencing the buyer’s estimate of utility. We 
should, however, recognize the fact that in proportion as 
the buyer fails to furnish the intelligent co-operation essen- 
tial to the most perfect type of market, the responsibility 
of the seller increases. 

Thus in consumer goods the competition of sellers often 
really furnishes both the upper and lower limits of price, 
and the explicit function of advertising and salesmanship 
in the competitive selling process deserves explicit recog- 
nition. On the one hand, salesmanship and advertising are 
cost-reducing functions which help determine who shall be 
the marginal and who the extramarginal seller, and though 
this is especially evident in merchandising because of the 
relation of volume to cost, it is doubly true in manufactur- 
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ing since both marketing and manufacturing costs are re- 
duced by the large-scale production made possible by effi- 
cient salesmanship. On the other hand, whenever the 
buyer’s judgment does not make him appreciate the value 
of the goods, the burden is thrown on salesmanship to make 
him appreciate this value at least to a point covering costs 
of production to marginal producers. 
Summary.—Salesmanship has three distinct aspects 
which stand out most clearly as its economic functions: 
(1) its relation to consumer’s surplus, (2) its relation to 
producer’s surplus, and (3) its function in the creation and 
maintenance of right price. These functions it fulfills 
through its influence on subjective value to the individual 
of the thing sold, its direct influence on objective value 
being through its influence on individual demand schedules. 
Salesmanship and advertising have indirect economic 
influences, however, which deserve recognition; and these 
indirect influences arise very largely through the very 
processes which cause the unthinking to condemn both 
advertising and salesmanship on the ground that they cause 
men to buy things they ought not to buy. The heart of this 
influence is economic motivation, and it includes both the 
stimulation of the consumer to more efficient production in 
order to secure more demand on the market, and the stimu- 
lation of the producer to more intelligent use of his re- 
sources. In either case the test of value creation is whether 
more value resulted from the total process, including the 
factors whose economic value is questioned, than would 
have resulted from the process without them. And we 
should add to this statement the fact that in consumer’s 
goods we are concerned not merely with the objective value 
manifested in market price, but also with the subjective 
value which constitutes consumer’s surplus and represents 
the difference between real income and mere money income. 


PROBLEMS 


1. Assuming a community of a dozen fishermen, make up an individual 
_ demand schedule for boats which will illustrate the law of diminishing 
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marginal significance, and combine these individual demand schedules 
into a market demand schedule for that town. 

2. Assume that there are three competing sources of supply for hones and 
assume supply schedules which will assure the purchase of at least 
twenty boats. 

3. Compute the buyer’s surplus which those who purchase have by virtue 
of the fact that the market price gives them a price lower than that 
of their individual demand schedules. 

4. Granting that the boats sold from all three sources of supply are prac- 
tically identical, show how salesmanship may create a subjective value 
in favor of one boat. What does the buyer receive which justifies his 
paying more for one boat than another, though each may enable him 
to catch the same number of fish? 

5. The Crescent Manufacturing Company attempted to establish an export 
trade with China and Japan in baking powder, but investigation proved 
that they were unable to do so because the Chinese and Japanese would 
not buy goods with a blue label. By changing the label to red and gold, 
however, they built up a large business. What: values were added by 
the change of label, both to consumer and producer? 


REVIEW PROBLEMS 


1. To which class of produced goods mentioned in Chapter I does apple 
raising belong? 

2. In Chapter II especial attention is called to the two relations which 
the laborer has to the market. To what extent is marketing as such 
interested in having labor receive high wages in each case? 

3. Name the four economic revolutions since feudal times. What was the 
effect. of the second of these upon labor? Upon capital? Upon the 
consumer ? 

4. Contrast the reasons of the mercantilist and those of Carey and List 
for putting a tariff on manufactured goods. (Chapters IV and XII.) 

5. Why do many people to-day feel that the farmer is a truer producer 
than the grocer? (Chapters V and XXIII.) 


CHAPTER XXV 


ECONOMIC FUNCTIONS OF BUYMANSHIP 


Functions or BuYMANSHIP IN THE PRODUCTION PROCESS 
Functions of Buymanship in Material Production 
Functions of Buymanship in Marketing Production 

Funotions or BuymMansHip in Economic DISTRIBUTION 

- Functions of Buymanship in Restricting Money Incomes 
Functions of Buymanship in Increasing Real Incomes 


FUNCTIONS OF BUYMANSHIP IN THE PRODUCTION PROCESS 


Tur first and most important measure of the economic 
value of any process is the excess of the resultant values 
over the values consumed in the process. Some processes 
are comparatively short and simple and both values con- 
sumed and values produced are easily determined, and with 
accurate inventories even continuous processes can be so 
checked as to make the economic gain entirely definite. And 
though in some processes, such as the protective-tariff pol- 
icy, the complexity of costs and the complexity and indeter- 
minateness of gains may make actual checking of the defi- 
nite economic gain impossible, the real standard of economic 
value of the process is essentially the same. 

The very nature of all production of new value under 
modern conditions tends to involve consumption of old 
values. Since value is created by utility and scarcity, it 
may indeed happen that new utilities are created without 
the consumption of value, as when a new use for a thing 
is discovered by chance; or it may happen that scarcity 
inereases compared to the supply by the natural increase 
of appreciation of the thing and consequent increased de- 
mand. On the whole, however, new values are created by 
consumption of old values, consumption goods being cre- 
ated by the consumption of production goods, and place and 
- time utilities by consumption of marketing services. 
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Whatever, therefore, reduces the cost of these factors 
of production, either through actual less costs or increased 
efficiency, is a factor in increasing the surplus value which — 
results from the process. In both these aspects buyman- 
ship qualifies by every test as being truly productive. Hyven 
in markets in which the expert service type of salesmanship 
dominates so completely that the salesman will sell only 
what he believes will best serve the buyer, the buyer must 
bring trained intelligence to the task of selection or he will 
not secure the things which will produce for him the best 
results. For with all credit to the rapid increase in sales 
responsibility, the best sales service requires a discrimi- 
nating buyer to develop the best service and to get the 
best values. 

1. Functions of Buymanship in Material Production— 
In buying for material production the function of buyman- 
ship extends far beyond the mere market process. Labora- 
tories to determine what will produce the best results and 
whether the things bought are up to specifications are often 
an essential part of buying. So far as materials are con- 
cerned this phase is essentially a matter of securing greater 
efficiency in units bought, price considered. A cheaper 
material which will serve the same purpose represents a 
direct gain; a slightly cheaper material which results in a 
greater loss of value in the product than the amount saved 
represents a direct loss. Buying in quantity may result 
in direct gain through lower invoice price, better terms, 
greater discounts, or lower costs in handling, but on the 
other hand if the hope of these gains induces purchases of 
too large quantities it may result in loss through interest, 
storage, tying up of capital, or depreciation. The increase 
of purchasing departments and purchasing agents, how- 
ever, sufficiently testifies to the importance of buymanship 
as an economic factor in production. 

Of course, so much can be spent on developing a purchas- 
ing department that the costs exceed the gains, and we 
should recognize the fact that at times the purchasing 
department’ may so exalt itself as to interfere seriously 
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with other factors in production; but this no more detracts 
from the essentially economic character of buymanship of 
raw materials than an incompetent employment manager 
detracts from the economic functions of buymanship in 
securing and retaining employees and increasing their effi- 
ciency. Here also the functions of buymanship include 
studying what is needed and testing what is bought; but 
the employment manager has the added opportunity here 
which results from the fact that human material is capable 
of development, and shifting men from one place to another 
often increases their value. 

Another aspect of the employment manager’s task brings 
into high relief another economic aspect of buymanship, 
the fact that saving loss is just as truly a productive process 
as adding to value. This follows because the test of the 
process as a whole is the total surplus of result over value 
consumed, and the old conception of the employment man- 
ager as one who merely employed men has given way to the 
new conception that no one else can discharge a man be- 
cause the losses involved in discharging men and training 
others to take their places are so great. So marked are 
the savings in this respect alone that buymanship of service 
has taken rank with buymanship of raw materials in manu- 
facturing plants. 

Perhaps here also we may well point out that it is essen- 
tially a buymanship function which the entrepreneur exer- 
cises in determining what business he will enter and what 
factors he will buy and combine in the production of his 
product. It certainly is a buymanship function which the 
_ purchaser of stock in a new enterprise must exercise, and 
the character of the stockholders and the type of directors 
who are elected are a potent force for efficient production. 
And let us add that the most important thing purchased by 
any corporation is an efficient manager. 

In so far as the selection of material and other factors, 
including labor, machinery, and management, may influence 


- either the cost of the process or the value created by it, 


buymanship has therefore an- evident ecoriomic function. 
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It is true that its functions overlap other co-ordinate fune- 
tions in the manufacturing process; but as the marketing 
process is so largely dependent upon the manufacturing 
cost as well as upon the quality of the product, the necessi- 
ties of competition have forced a fuller recognition of the 
importance of the buying function. 

2. Functions of Buymanship in Marketing Production.— 
Specialization and the consequent development of a series 
of middlemen in the marketing process are quite as much 
a result of the development of buymanship as of the needs 
of physical distribution. By buying in large quantities and 
from various manufacturers the wholesaler has been able 
to secure manufacturer’s goods at lower prices than the 
amount the manufacturer would have left after paying his 
own marketing costs. In large measure, it is ‘true, the 
superiority of the wholesaler over the manufacturer as a 
marketing agent depends upon other forms of specializa- 
tion and the economies of large-scale production, but surely 
one of the factors which aid in this whole process is his 
right buying. His mastery of the market teaches him at 
what prices he must secure goods to market them at prices 
which will bring retailer co-operation and consumer re- 
sponse, and the fact that he buys from various manufac- 
turers standardizes the price he pays and forces production 
at prices which will meet competition. 

The actual goods which he buys, however, represent only 
a part of his buying problems. In what cities shall he 
establish himself and his distributing centers? What ware- 
house and selling quarters shall he buy? What marketing 
channels shall he make use of? What brands of his own 
shall he manufacture and advertise? What salesmen shall 
he hire and by what motivation induce them to deliver the 
services he desires? These are all, in part at least, buying 
as well as selling functions; and upon his skill in buying 
will very largely depend the overhead and many of a 
direct costs which must determine selling price. 

The buying of advertising alone is an immense and com- 
plicated problem in the marketing process: “Later ca 
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will discuss its function in motivating production, both in 
manufacturing and the whole marketing process, and in 
- its services to the consumer, but one of the most insistent 
problems of buymanship in marketing is in determining 
what national advertising shall be used. The choice of the 
wrong media or the choice of the wrong type of copy may 
result in disaster to the whole economic process. Not less 
important is the selection of the process by which the 
co-operation of the various marketing agencies shall be 
secured. 

The tendency is to do national advertising through adver- 
tising agencies, not because space costs less, since it does 
not, nor because they furnish copy free for the sake of the 
discounts they get from the publishers, but because, on the 
one hand, they are skilled buyers of the space that pays 
and on the other hand are skilled users of the forces that 
bring about co-operation and so reduce marketing costs. 
It should be noted also that it is as a rule a false economy to 
turn the whole advertising process over to an agency or to 
hire a cheap advertising manager or an inadequate force, 
since the fullest utilization of the advertising demands 
co-operation from within. 

The test of advertising as a part of the marketing process 
is of course the same as the test of any other factor. If 
using it results in a greater surplus over values consumed, 
the process has been economic, otherwise it has not; and 
the extent of the surplus which results from advertising 
is at least quite as largely dependent upon the kind and 
amount of advertising bought as upon the co-operation of 
the sales and other marketing agencies. It is, therefore, 
especially unfortunate that so many who must decide upon 
what advertising shall be bought are wholly incompetent 
as buyers, but the mistake and failures due to unwise adver- 
tising in no way discredits the advertising process as such. 
It should merely bring into greater prominence the fact 
that advertising is like any other technical factor, economic 
only when it adds to value, and that intelligent buying of 
intangibles requires at least a specialized intelligence, if 
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not a higher buying intelligence than that required in buy- 
ing material goods. . / 


FUNCTIONS OF BUYMANSHIP IN ECONOMIC DISTRIBUTION 


It is upon the market that the social income is distributed 
among the primary factors land, labor, capital, and entre- 
preneurship. This we have already pointed out in calling 
attention to the fact that the one fundamental which all 
students of economics should keep in mind is that the return 
anyone receives for his contribution is just purely a ques- 
tion of price, just a question of what he can get for it on 
the market. If the market is imperfect the price for the 
thing bought or sold is apt to vary from the price which — 
would have resulted from a perfect market, and those who — 
are deficient in their capacity for carrying out their part 
of the marketing process are apt to suffer for it. If the 
seller is incompetent he is. apt.to get less than he might if 
he were more competent; and the same penalty is automat- 
ically inflicted upon. the buyer, the man who sells money 
for something else, as he gets less for the money he sells 
than he would if he were competent. 

Defective buymanship results in two types of loss. The 
buyer who is untrained may actually pay more money for 
the same goods than-a more skillful buyer, or he may pay 
the same price, but buy goods less suited to his needs, 
thereby getting less value for him than if he had bought 
more intelligently. In the first case the buyer for consump- 
tion, and even the buyer for further production, can pro- 
tect himself largely by buying only from thoroughly repu- 
table one-price houses, but in the second case even the 
skilled. and honest salesman cannot protect the buyer from 
the results of his.own incompetency. If the housewife has 
no. knowledge of food values the grocer cannot teach her 
to.spend her money wisely ; all he can do is to sell her only 
good:goods; not overcharge her,-and contribute what he-can 
during: the: selling process to her education. - Neithér-can. 
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the jeweler make out a man’s family budget and thus deter- 
mine what he ought to spend for a watch. 

One of the great functions of advertising for the legiti- 
mate retailer is to educate the consumer into the knowledge 
that one great security of the consumer, perhaps the great- 
est, against paying more for a thing than others pay is to 
get a house he can trust or a salesman he can trust. In 
proportion as advertising and salesmanship combined can 
induce consumers to do this and to ask the advice of the 
salesman it puts the middleman in a position to render a 
most important service to the consumer, a competent serv- 
ice which he can get in no other way. In proportion as 
national advertising induces people to put their confidence 
in standard brands, it serves this same main function, espe- 
cially where it secures price control by advertising prices 
or by some system of price maintenance, for such adver- 
tising not only controls price and quality, but educates the 
customer to the uses of the thing advertised. 

1. Functions of Buymanship in Restricting Money 
Incomes.—In spite of all that legitimate business men can 
do to educate the buyer, many of their competitors will get 
more than the proper market value for what they sell. This 
does not mean that if all buyers were intelligent no manu- 
facturer or middleman would make more than a normal 
_ profit, for there will always be intramarginal men who by 
more than usual efficiency so reduce their costs that the 
proper market price will. yield them more profit than the 
marginal man. The two economic functions for which effi- 
cient buymanship is essential are restricting the residualist 
in his price-raising tendencies and creating a right market 
price. 

’ A grocer, for instance, may advertise special bargains 
in particular things and charge only normal prices for other 
things, or he may charge more than normal prices in lines 
in which the buyer is less informed. Every bargain hunter, 
in fact, whether in groceries, dry goods, or materials for 


_ further production, needs to guard against judging values 


of things he does not know by the prices of things he does 
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know. This is all the more important because in some of 
the undeniably better stores there is still a tendency to 
mark some of their goods primarily with reference neither 
to cost nor value to a trained buyer, but according to what 
the traffic will bear. 

Wherever goods are marked according to what the traffic 
will bear, it is absolutely impossible to secure competition 
of the merchants without the co-operation of the consumer. 
In other words, whenever a consumer wants to buy any- 
thing with which he is not familiar enough to judge values 
he must either buy from a house which he knows will treat 
him fairly or shop around in the buying process until he can 
buy with some intelligence. In fact, even when he is so sure 
of the policy of one house that he knows he will get good 
market value, he may by shopping around find an article 
which suits his needs better than what he first saw. 

Intelligent buymanship, in short, is an essential to real 
competition on the part of sellers, and real competition is 
essential to keep sellers from receiving more than the 
proper market values of what they sell. Our conception of 
right price, that it is the price which correctly regulates 
economic activity, involves the conception of wrong price 
as the price which wrongly directs economic activity. Every 
time poor buymanship allows a merchant to charge more 
for his goods than he ought it stimulates him to continue the 
practice, and the buyer who fails to reward with his patron- 
age the merchant whe is serving him efficiently and at a 
fair price and allows himself to be induced by a few loss 
leaders * to buy at a ‘‘what-the-traffic-will-bear’’ store, puts 
a penalty on sound merchandising policy and rewards the 
merchant who victimizes his customers. 

Right price, and buymanship which helps secure it, have 
another function more important than merely restricting 
the profits of those who take advantage of the lack of skilled 

1A loss leader is any article sold at less than selling cost to induce cus- 
tomers to come to the store. Very evidently sugar that costs $6 a hundred 
is a loss leader if sold at $5.95, but if selling expenses (clerk hire, overhead, 


etc.) are even 5 per cent (30 cents) the merchant is selling it at a se if he 
‘sells it for $6.10. 
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buymanship. The very nature of our present order regu- 
lates the number of people in a given business, the number 
of groceries, for example, by the process of elimination, and 
if through unskilled buying the wrong stores are eliminated 
the community must pay the cost. There are communities 
in which only legitimate business methods have any chance 
for success, but there are also communities in which the 
stores with high business standards feel keenly the com- 
petition of those with lower standards, and still other com- 
munities in which stores with lower business standards 
eliminate those with high standards. In fact, the struggle 
upward toward higher commercial standards is largely a 
process of educating the buyers, a process which is carried 
on chiefly by those who have the higher standards which 
they wish to see triumph. As buymanship becomes ade- 
quate in responsibility and intelligence it so restricts the 
incomes of those who do business on lower planes that they 
must either reform or fail, and this is one of the most essen- 
tial functions of buymanship in regulating our present 
economic order. 

2. Functions of Buymanship in Increasing Real Incomes. 
—The chief economic asset which the American woman 
brings to her husband is her skill as a buyer or her capacity 
to become a skilled buyer. The man normally provides 
the money income, but it is primarily the function of the 
woman to transform this money income into real income by 
buying so wisely that the real income is as great as the 
money income allows.? The amount of the increase of 
the real income over the money income may be regarded as 


_ 2 Of all the students in the average high school not more than three or four 
in a class of twenty-five will have their incomes seriously influenced by their 
skill cr lack of skill as salesmen. Their incomes will be almost wholly deter- 
mined by the occupations they enter and by their actual ability in the given 
field. But every student in the high school will have his real income radically 
affected by his capacity for buymanship, whether his money comes from his 
own efforts or through others. Such subjects as food, clothing, textiles, ete., 
‘when properly taught from the buymanship standpoint, have great value, 
whether taught in high school or college; but sound principles of buymanship 
which depend on correct economic motivation are of far greater importance, 
sinee really dependable technical knowledge can at best extend only to a few 
items in the family budget. 
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consumer’s surplus, and is properly so regarded, but it is 
largely the result of the truly productive process of buy- 
manship. The evident source of this surplus is that efficient 
buymanship secures the best prices for the articles actually 
bought, but the most important source is that problem of 
buymanship which is involved in so planning the family 
budget that the family income will be expended for those 
things which will give the greatest total consumer’s 
surplus. 

In the chapter on consumer’s surplus we have already 
recognized the fact that there are certain necessities so 
imperative that it is no proper test of the consumer’s sur- 
plus to say that it is the difference between the price actu- 
ally paid for something and the price which would be paid 
rather than go without it. In such cases, perhaps the con- 
sumer’s surplus is the difference between the actual price 
and what the buyer feels is a reasonable price, but here 
also we may regard the consumer’s surplus as the felt 
advantage which the consumer considers he has secured in 
view of the price actually paid. As this felt advantage 
varies so widely at different seasons of the month and 
year, however, a purchase which at the time of buy- 
ing seemed to yield even a large consumer’s surplus 
may later be recognized as having been unwise, and the 
economic function of the family budget is so to consider the 
resources of the budget and the various purposes for which 
it may be expended as to secure what we may call the maxi- 
mum yearly consumer’s surplus. Part of the process of 
educating people to higher standards consists in educating 
them as to what things give them the highest values, good 
books or best sellers, good magazines or trashy, good music 
or sensational movies, substantial food or cakes and pies 
in abundance, ete., and with this in mind we may stress 
the function of buymanship in that longer economic process 
which we know as the progress of civilization. To allow its 
essential economic function in this respect to become appar- 
ent, however, we need not stress this phase of the matter, 
‘but rest our case on the patent fact that buymanship 
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increases the consumer’s surplus above what the market 
price would provide if the expenditure were unguided. 

The sense of values which arises from the skilled buy- 
manship which seeks to transform money income into maxi- 
mum satisfaction has also an important economic function 
in developing a more intelligent perspective in judging the 
relative importance of present and future satisfaction. On 
the one hand skilled buying makes saving possible, and on 
the other hand skilled buying makes saving seem desirable 
and investment productive. It is true that investment is 
primarily buying for further production, but the small 
investor, whether he is saving for a rainy day or for going 
into business, finds largely a consumption type of satisfac- 
- tion in the ownership of securities which link him to the 
more well-to-do class, much in the same way that ownership 
of a home does. On the other hand, undue stress on the 
amount of income to be secured by investments is apt not 
to accompany skilled buymanship and affords opportunities 
for the get-rich concerns from which skilled buymanship 
would protect its victims. 

Summary.—The economic value of any process is meas- 
ured by the difference between the value produced and the 
value consumed, and buymanship lessens the value con- 
sumed and thus increases the value of the process. Hven 
granting that buymanship makes no difference in the selec- 
tion of the actual things bought, it is absolutely essential 
for the development of the right price on the market, and 
evidently necessary where the market is not clearly dom- 
inated by single price. Moreover, even where the salesman 
- accepts full responsibility for seeing that his customer gets 
full value, the intelligent co-operation of skilled buyman- 
ship is necessary to allow him to furnish just what will be 
of greatest value. 

‘Buymanship has two tests—getting the right thing and 
getting it at the right price; and even in buying for further 
production getting the right thing, getting the proper thing 
of the proper quality in the proper quantity and delivered 
at the proper time, is far more important than getting the 
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right price. This in no sense belittles the importance of 
getting the right price. In consumption goods, especially, 
the active co-operation of skilled buymanship is essential 
to enable the higher type of merchandisers to eliminate the 
type which victimizes its customers in the fields in which 
they have no judgment. Yet even in the field of the family 
budget, getting the right things, the things which will yield 
the maximum yearly consumer’s surplus, is the most impor- 
tant economic function of buymanship. 


PROBLEMS 
\ 

1. A man has a choice of four types of insurance—fraternal, old-line life, 
twenty-payment life, and twenty-year endowment. At his age the 
fraternal will cost him $15 a thousand, the old-line life costs $15, 
the twenty-payment life costs $28 for twenty years, and is then paid-up 
insurance for $1,000 and has a cash surrender value of $565, while the 
endowment costs $42 and pays him back $1,000 at the end of twenty 
years. Which types represent primarily investment and which repre- 
sent primarily insurance expense? 

2. Granted that he has $100 a year for insurance and investment in 6 per 
cent bonds, and that he must carry at least $1,000 insurance, what 
is the financial advantage or disadvantage of putting all the $100 into 
twenty-payment life instead of getting fraternal or old-line life insur- 
ance for $1,000 and putting the rest into bonds? 

3. Three problems in buymanship are presented in deciding to buy or not 
to buy a new rug. The old rug cost $40 and can be made to last 
another year in addition to the five it has already served. The new 
rugs being considered cost $60 and $80, respectively, and will last 
about the same time as the old one. Why may the $80 rug cost more 
than an extra $4 a year? How much does the family budget gain by 
using the old rug another year instead of buying the $60 rug? 

4. Strictly as a financial proposition, how much can the Jones family 
afford to pay for a house to live in under the following conditions? 
They have $1,000 which they can pay down on a house, balance in 
monthly payments bearing 8 per cent, or which they can invest in first- 
class mortgages at 6 per cent. They can save $500 to turn in on extra 
payments in addition to the $35 a month rent they now pay. Taxes 
run about 1 per cent of the full value of property, and their present 
landlord’s allowance of one month’s rent for repairs barely covers 

- upkeep. 
5. Where, in your opinion, do the buymanship functions of the employ- 
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ment manager end? Of the buyer of merchandise? Of the buyer of 
steel for machinery? Where do they begin? 


REVIEW PROBLEMS 


. The integration of industry gives a chance for a series of profits and 
an extensive combination of manufacturers of machinery is considering 
buying its own coal and iron mines and a smelter from which it can get 
its own steel. Granting that its consumption of steel is sufficient to 
allow it to produce it economically by this integration of industry, 
what bearing has the law of comparative costs on whether they shall 
take up the proposition? 

. If a merchant marine costs $100,000,000 a year as subsidy, and freight 
and passenger rates are not reduced below what we could get through 
foreign service, what industry or who will normally be penalized to the 
extent of the subsidy? 

. What prospective gains may be urged to offset this $100,000,000 cost? 
. Without raising its prices to consumers or lowering the wages of its 
clerks, how could you explain how an increase of the amount of gross 
sales spent on advertising from 2 per cent to 5 per cent might increase 
profits? 

. What was Adam Smith’s conception of a fair price? 
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THE NATURE OF ADVERTISING 


Bzrorz taking up in succeeding chapters its economic 
functions, it has seemed advisable to present, at least in 
general outline, the nature and scope of advertising. In 
doing so we should recognize frankly the impossibility of 
any inclusive definition of advertising which would be short 
enough to be usable and definitely inclusive of all its func- 
tions. Except for those who already understand what they 
mean, definitions are at best only key sentences to para- 
graphs of explanation and illustration; and the purpose of 
this chapter is not so much to define as to illuminate the 
nature and scope of advertising in order that the student 
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may see more clearly the multiform ways in which it enters 
almost every phase of our economic life.* 

1. Counter-implicates of Advertising—If we would 
really understand just what a man means by a word, we 
need to know with what idea he is contrasting the word he 
uses. If he says democrat, does he mean not a republican 
or not an aristocrat? If he says protective tariff, does he 
mean one which will protect against that foreign competi- 
tion which would force price below home cost of production, 
or does he mean one which will protect home industries 
against any foreign competition at all? If he says social- 
ist, does he mean one opposed to the present order, or one 
opposed to exploitation, or one interested in some form of 
redistribution such as the socialization of rent? As a mat- 
ter of fact, the context of a wide variety of terms is usually 
necessary to determine just what a man does mean when 
he uses one of them, for often there are a number of mean- 
ings recognized by the dictionary. When a merchant says 
he does no advertising and yet hires an expert window 
dresser, he evidently has one meaning for the term; and 
when a flour mill sends its own chef up to bake biscuits for 
a general food-products exhibition at which no orders are 
taken, and charges the expense to advertising, it evidently 
has another idea of advertising than the man who thinks of 
it only as something printed. 

An illuminating article by John Allen Murphy in 
Printers’ Ink for November 16, 1922, rather sharply defines 
the current conception of what is and what is not adver- 
tising on the basis of what should and what should not be 
charged to advertising. The following is his summary, 
though he recognizes that current usage is not wholly 

harmonious: 
| These charges belong in the advertising account: paid advertising in 
all recognized mediums, direct advertising, street-car cards, posters, bill- 
a4 For two illuminating discussions of the nature and scope of advertising, 
see the first two chapters (“What Is Advertising?” ard “The Way in Which 
Advertising Is Used”) in the Principles of Advertising, by Tipper, Hotchkiss, 
Hollingworth, and Parsons, and the first chapter (“What Advertising Is and 


Does”) in The Advertising Handbook, by Roland Hall. 
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boards, window displays, counter displays, store signs, outdoor signs, 
novelties, booklets, house organs, and, in fact, all printed and lithographed 
material used directly for advertising purposes. . 

These charges do not belong in the advertising account, although too 
frequently they are put there: free goods, picnic and bazaar programs, 
charitable, religious, and fraternal donations, cartons, labels . . . show 
rooms, demonstration stores. 

These are border-line charges, sometimes belonging in the advertising 
account and sometimes in other accounts, depending on circumstances: 
samples, demonstrations, fairs, canvassing ... house organs going to 
salesmen, advertising automobiles, premiums. 


This, without doubt, gives the consensus of opinion as to 
what are in the main the bounds of advertising, and many 
whose right to speak with authority can scarcely be ques- 
tioned feel strongly that advertising in its proper sense 
should be confined to its publicity aspects. As the author 
of this volume sees it, however, there is something to be 
gained by recognizing that the bounds of advertising are 
being extended and that more and more is being included 
in its field. In any event, he hopes that for the sake of 
presenting more adequately the wider economic reactions 
involved, those who hold to the stricter limitations of the 
term advertising will permit an analysis of the nature and 
scope of advertising on the basis of including in advertising 
the functions which are distinctive of the “ve man 
and the advertising agency. 

(a) Advertising as Counter-vmplicate to Face-to- Hae 
Selling. —Primarily, advertising is regarded as part of the 
selling process, and if it were always only a part of the 
process we might say that its counter-implicate is selling. 
As a matter of fact, however, certain types of advertising 
constitute the whole process of selling, and the definition 
of advertising must recognize this. So also a good deal of 
advertising is face-to-face advertising. Men are actually 
sent out not to sell goods, but to advertise them, to distribute. 
samples and explain their merits. Every pure-food exhibit 
has booths where no orders are taken, the function of the 
person in charge being to distribute samples, explain the 
merits of the goods, and urge visitors to ask for them at 

346 


THE NATURE AND SCOPE OF ADVERTISING 


their grocers’. This is face-to-face advertising but it is 
not face-to-face selling. 

Face-to-face selling as a counter-implicate to advertising 
distinguishes three types of advertising. In one type, 
advertising completes the selling process, but not by face- 
to-face methods; in another type, advertising uses face-to- 
face methods, but does not complete the selling process. 
In the third type, by far the most important function of 
advertising so far as it has yet developed, advertising 
begins the selling process by methods which are not face 
to face and the selling process is completed by face-to-face 
methods. It should be noted, however, that in giving up 
selling and adopting face-to-face selling as the more accu- 
rate and distinctive counter-implicate for advertising, a — 
certain type of selling process and the part of advertising 
in it is not included. This includes advertising which gains 
inquiries or prepares the customer for sales letters. This 
inadequacy of the definition, however, is only a natural 
result of any attémpt to secure both an accurate and inclu- 
sive definition of anything so flexible and varied as adver- 
tising. 

(b) Advertising as Counter-implicate to Face-to-face 
Speech.—The term speech is not a happy one. Announce- 
ment or notification would be better if we had in mind only 
such things as legal notices, but political advertising has 
reached such proportions that it must surely be included, 
and this is not notification, but attempts to influence or per- 
suade. In one sense, perhaps, this political advertising 
might properly be included under the sales process, and 
so might also the formal notices of sheriff’s sales and mort- 
gage foreclosures. Notices of various types, however, 
which are truly advertising and are printed to inform peo- 
ple who cannot be reached face to face so effectively con- 
stitute so large a part of the paid advertising that the 
selling process can scarcely be so extended as to include 
them all. Moreover, many advertisements which are in- 
tended to persuade people to a course of action can be called 
selling only by forcing the meaning of the word, since the 
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usual counter-implicate of selling is buying. Advertisements 

intended to influence people to action which is not properly 
described as buying, such as advertising to persuade people 

to subscribe to community chests, may perhaps better be 

classed with advertising of the persuasion type as consti- 

tuting part of the ever-increasing volume of advertising 

which is not a part of the marketing process. 

2. The Positive Nature of Advertising.—The method of 
explaining what advertising is by contrasting it with other 
factors in the same process has certain advantages as an 
introduction to a study of its economic functions, but defi- 
nition by boundaries usually needs to be supplemented by 
definition as to nature and content. Though in its essen- 
tial nature as old as marketing, moreover, the wonderful 
development of advertising since 1900 has given it out- 
standing characteristics and functions which mere counter- 
implicates cannot adequately set forth. Some of these 
characteristics may be grouped under the purposes of 
advertising and its methods, and, though the list is not 
complete, it is hoped that it may serve the purpose of 
helping present the essential nature of advertising. : 

(a) The Nature of Advertising Determined by Its Pi. 
pose.—In the main one might say, without serious error in 
talking to men engaged in any phase of the marketing 
process, that advertising had just one purpose, to sell or to 
help in the selling process. As already pointed out, how- 
ever, a considerable volume of advertising is not a part of. 
the commercial sales process; and even within the field in 
which advertising is used as a business force to produce 
business results there are phases of advertising which are 
not properly considered as part of the sales process. The 
house organ whose primary purpose is to stimulate workers 
to greater efficiency through the creation of good will and 
the spread of efficiency ideas is not, properly speaking, a 
part of the sales process, but patiee a part of the manu- 
facturing process. Its purpose is not to produce an effect 
on people outside the organization, but to secure desired 
results within the organization, and though the cost of such 
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a house organ should, as Mr. Murphy points out, be charged 
to production, it is a use of the advertising function to 
secure desired results and should be, normally, prepared 
under advertising supervision. 

Roughly speaking, then, we may divide advertising ac- 
cording to its purpose into advertising used for economic 
motivation (that is, advertising used to increase, at least 
ultimately, the efficiency or profits of commercial organiza- 
tions) and advertising used to secure results which are not 
primarily with a view to financial gain. In the first class 
very evidently we must place all advertising which business 
organizations use as part of their business policy as an 
influence on production, whether it be to influence material 
production or marketing. The house organ, and various 
substitutes for it, is the most marked development of adver- 
tising as a direct influence on material production, but 
tInaterial production is only one part of production and 
under the marketing phase of production we class most 
of what the average man thinks of as advertising. Yet 
these two types of advertising overlap, and though we may 
class the analysis which is an essential part of the adver- 
tising process as primarily a part of the marketing process, 
yet it has a marked function as influence on production. 
For both the analysis of the market which is the first step 
in advertising and the analysis which is an essential part 
of the continuous process of advertising have an effect on 
the character and quality of the product.’ 

The evident factors in the marketing process which are 
open to the influence of advertising are the sales force of 
the organization itself, the business houses and their organ- 


2 Here again it may be advisable to call attention to the fact that many 
regard the market analysis which must precede the outlining of the advertising 
‘campaign as not being a part of the function of advertising itself, but merely 
a function taken over by the advertising manager or the advertising agency, 
and belonging to the nonadvertising part of the marketing or sales process. 
So also they feel that any reactions on the character or quality of this product 
belong not to advertising, but to the production manager’s functions, In 
economic reactions, however, it seems simpler to treat as advertising functions 


the results directly traceable to the functions performed by the advertising 


- process as a whole. 
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izations through which the product: is marketed, and the 
ultimate purchasers of the product. It is in this field that 
advertising has seen its most remarkable development, in 
part because direct profit return is more apparent and 
in part because the marketing process is so much more 
complex than the manufacturing process, and so much a 
matter of what is going on in the minds of widely different 
types, that advertising is a vital necessity to supplement 
the necessary physical, economic, and psychological limita- 
tions of face-to-face salesmanship. In this class, then, we 
have all advertising which is designed to- influence the ulti- 
mate purchaser of the product, whether that ultimate pur- 
chaser be the consumer or the buyer for further production, 
all advertising which is designed to influence anyone en- 
gaged in the marketing process, and all advertising, 
whether space, publicity, or prepared reports, designed to 
secure beneficial or ward off harmful legislation which 
would directly affect the prosperity of those paying for the 
advertising. 

Advertising is also finding a constantly increasing field 
of usefulness in organizations not conducted for profit. 
Some of this advertising has very direct economic effects 
upon other organizations which are conducted for profit, 
but the basis of distinction between this type and normal 
commercial advertising is whether the advertisement is 
published to add to the profits of the organization which 
pays for it. In general all uses of advertising by the gov- 
ernment not directly used for sales purposes fall under 
this head, from weather reports to the methods used to 
educate farmers by bulletins to secure their co-operation 
in making farming more effective. So also the advertising 
by which antituberculosis campaigns and community chests 
are carried on belongs in this class. In fact, there is such 
a host of civic, social, religious, and political projects which 
call advertising to their aid as to defy complete enumer- 
ation. . 

(b) Nature of Advertising Determined by Its Method.— 
‘Many attempts have been made to harmonize all the func- 
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tions of advertising under one aspect, and if some word or 
phrase be given wide enough meaning this can in large 
measure be done. Thus if we say the purpose of advertising 
is information or that information is the method it uses to 
secure its ends, we may justify our assertion by extending 
the meaning of the term. The word education lends itself 
more broadly to the attempt to include all phases of adver- 
tising, and is probably the best single term to indicate the 
dominant principle in most advertising, but here again we 
must stretch the meaning of the term since much advertis- 
ing is surely not of the type which we could properly call 
primarily educational either in method or in purpose. Per- 
haps we may see the fundamental difficulty in this attempt 
to get the right word if we recognize that advertising is a 
particular type of applied rhetoric and cognate arts. The 
rhetoricians have tried dividing their subject into descrip- 
tion, narration, exposition, and argument; and then some 
have wanted to add persuasion as a function not adequately 
accounted for in the other types. So also we shall find that 
whatever series of words we choose, the actual methods 
made use of by advertising in securing results will include 
some idea not in any series of reasonable length. 

As the expert-service theory of salesmanship becomes 
more and more dominant in our commercial life the educa- 
tional phase of advertising will keep rising even above its 
present commanding position. It is education which makes 
every party to the marketing process from manufacturer to 
consumer appreciate the utility of the goods advertised 
and how to-use them to get the most out of them. It is edu- 
cation which secures co-operation on the part of the non- 
marketing forces of production. It is education which 
secures civic and social co-operation of the most lasting 
type. | 

As a third suggestive term of the psychological method 
employed by advertising, ‘‘stimulation’” lends itself admira- 
bly to certain types of advertising.. Consider, for instance, 
the advertising in any drive to raise money, the advertising 
of the house organ to secure better co-operation, the func- 
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tion of advertising in securing salesman and dealer co- 
operation, and the bargain sales at stated hours and for 
stated days. It is true that all of these can be classed as 
information or education; certainly all will have educa- 
tional elements, but for many people neither the connota- 
tion nor the denotation of the term education is broad 
enough to suggest vividly so widely diverse types of psy- 
chological reactions. 

Much advertising also is primarily assertion and even 
iteration. To be sure, the more meaning a slogan has, or 
the more it pleases the public, the better, but to say the 
same thing over and over again may be good business, 
either as the heart of an advertising campaign or as supple- 
menting other methods. Merely to familiarize the people 
with a name without in any sense directly appealing to their 
intelligence as to why the name stands for something upon 
which they may depend, harks back to the psychology of 
primary instincts that people tend to have confidence in 
things that are familiar. And surely no psychology will 
justify an appeal to instinct as education, whether the 
instinct appealed to be primal, national, or social. 

In short, the method adopted in the given case determines 
the nature of the advertising. This method is influenced 
by the nature of the article and the channels through which 
it is to be marketed, but it is also influenced by the predi- — 
lections of the manager as to what types of psychological 
appeal he will use. In fact, one of the great economic fune- 
tions of advertising is involved in choosing not merely the 
method of advertising, but the method of marketing. When 
the raisin crop of California was beyond what the market 
could normally absorb, the function of the advertising men 
engaged to remedy the situation was not limited to advising 
and educating people to eat more raisins, but included as 
its distinctive economic contribution the new phase of the 
marketing process which involved the creation of the five- 
cent package. So also the very phrase elective and selective 
advertising just coming into use suggests that the choice 
of method both of marketing and of advertising makes the 
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bounds of advertising more inclusive than the mere psy- 
chological process, no matter how described. 


THE SCOPE OF ADVERTISING 


From the foregoing section it is evident that advertising 
is, like most other things in the productive process, pri- 
marily a factor capable of being combined with other fac- 
tors, but that it is also capable of being used by itself to 
carry out the entire marketing phase of production. We 
shall, therefore, find its limits in the nature of the specific 
processes in which it is used and in the nature of the factors 
combined with it. 

The fact that it is comparatively an old factor is not its 
salient characteristic, but rather that it is an old factor 
put to such varied uses in recent times that its full scope 
is probably not yet clearly determined. Here is, in fact, 
another illustration of Say’s declaration that the entre- 
preneur is the center and pivot of our whole system. So 
is it also an illustration of Marshall’s declaration that the 
growth of an industry comes through external rather than 
internal economies. The scope of advertising in various 
types of merchandising will be determined by the process 

of competition, by the amount used by the more successful | 
merchandisers in various lines. The methods used by all 
its competitors will be watched by each business and the 
general scope of advertising determined within reasonably 
accurate ranges by successful commercial practices. 

1. Limits Imposed on Advertising by Its Functions.— 
There is a tendency to overuse new methods, but the tend- 
ency is not without its beneficial results. The whole entre- 
preneur process is a slow development which makes use of 
principles as they are unmistakably established, but which 
establishes them very largely by the process of trial and 
error. Whenever a new factor is developed, therefore, or 

a new use for an old factor, the natural tendency is to try 
it out in all promising situations. Many have, therefore, 
naturally tried to extend the scope of advertising beyond 
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its proper function and in proportion to their resourceful- 
ness may have succeeded in using it for purposes for which 
other factors were better adapted, but in the main its func- 
tions seem now pretty well defined. 

(a) Scope of Advertising in the Marketing Process — 
Accurate statistics are impossible as to how much of our 
national income of some sixty billion dollars is spent for 
advertised goods. So also we can at best only estimate 
roughly the amount spent by business houses in advertising 
consumption and production goods and themselves as sell- 
ers of those goods. We can surely recognize it as entirely 
probable, : however, that with the great development of 
advertising coming only in the last twenty years it is ex- 
tremely unlikely that advertising is being used as effectively 
as it will be when a new generation of business men have 
been educated to its methods and its possibilities. 

Its main functions, however, seem fairly evident. It can 
do some things better and cheaper than anything else can 
do them, and in such cases those who fail to make use of 
advertising will be at least handicapped if not eliminated. 
You can make good bread without yeast, but the yeast 
method is so much easier and in the main so much more 
efficient that the new generation of cooks know no other 
method. We cannot, of course, carry the analogy too far, 
but advertising is in a sense the leaven which acts on other 
factors in the sales process, upon the salesman and con- 
sumer and everybody who has anything to do with the mar- 
keting process. ° 

Evidently advertising should be used to perform the 
advertising function, and the fact that it can at times be 
used to complete the selling process does not mark this out 
as the distinctive function of advertising. It is true that 
in selling single articles it may succeed in selling novelties, 
toilet preparations (especially of the novelty type), stoves, 
furniture, etc., and that in mail-order houses with an estab- 
lished reputation it has had phenomenal success in selling 
standard goods by price motivation; and future develop- 
. ments along these lines may be even more extensive. It is 
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an old commercial principle that you cannot quarrel with 
success, and in proportion as advertising is able to accom- 
plish the entire selling process without the aid of face-to- 
face selling or selling by letter this will become a more and 
more important function of advertising. At present, how- 
ever, it is as one factor among others that it has its most 
distinctive functions. 

As to the seller, one of its most important functions is 
to educate him as to the quality and quantity needs of the 
market and the channels by which he can most effectively 
market his product. This function it performs before any 
advertisements are printed, and keeps performing as part 
of the process which makes it effective on the marketing 
agents. As to marketing agents, it helps educate them 
as to the things they need to know about the product and 
the house that makes it. It stimulates them to higher effi- 
ciency and it so guides and controls them that the market- 
ing policy is kept sound and dependable and does not vary 
with the whims of the salesman nor the things he may think 
it necessary to tell a customer in order to make a sale. On 
the other hand, it must undeniably at times reach back into 
what many prefer to call the manufacturing process. The 
carton and label are distinctive advertising products, a 
part of the sales process which it is often necessary for the 
- agency to reform as the very beginning of a campaign. 

As regards the ultimate buyer, advertising educates him 
as to the uses of the thing advertised, induces him to so 
keep it in mind that he compares it with other things which 
may threaten to crowd it from consideration, and so height- 
ens his familiarity with it that he tends to have confidence 
in it quite apart from any sound basis of judgment. This 
results at times in the uses of advertising for illegitimate 
purposes; but most things in the selling process can be so 
_ used, and the moral burden is not upon advertising as such, 
but upon the use that is made of it. 

In all these functions only experience can teach us the 
limits of effective advertising. When the eighteen great 
- noncompeting department stores in the Retail Research 
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Association of America are exchanging information in an — 
attempt to develop the most effective methods of merchan- 
dising, and yet advertising appropriations in these stores 
vary from slightly less than 2 per cent to slightly less than 
5 per cent of gross sales, it is evident that the limits imposed 
by the functions of advertising are not yet apparent. On 
the other hand, it is not at all essential that definite per-cent 
limits should be imposed. The effectiveness of the adver- 
tising may vary, the communities may vary, and one store 
may secure just as economically by another method certain 
-results which another depends on advertising to secure.. As 
an economic test of its proper function the relation of cost 
to result is ultimately a decisive factor, and in connection 
with its functions, therefore, we may well consider the 
limits imposed on advertising by its cost. 

(b) Scope of Advertising in Nonselling Activities —Just 
as there are some things in the marketing process which 
can be best performed when advertising is combined with 
face-to-face methods, so also in nonselling activities the 
use of advertising secures better results than can be accom- 
plished without it.. In both types one of the most effective 
kinds of advertising is made use of to an ever-increasing 
extent, the type of publicity which without seeming to be 
advertising and reaching the public as news has an effective- 
ness limited only by the skill which is employed. Automo- 
bile and real-estate sections in the newspapers are the most 
marked development along this line, the news items being, 
as a rule, independent of any specific advertisements, but — 
maintained only with the implicit or explicit understanding 
that the size of the news section depends upon the volume 
of advertising from these fields. 

In nonselling activities, civic, social, charitable, etc., an 
especially valuable type of advertising is often secured 
through editorial support. This is all the more valuable, 
as a rule, if it is secured through free co-operation on the 
part of the editor!and not as a result of liberal use of space 
for paid announcements. There are times, however, when — 
the use of display space is essential for such campaigns, 
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and if editorial support is secured under such conditions it 
earries full weight. 

2. Limits Imposed on Advertising by Its Cost.2—We 
have already pointed out that the limits imposed on adver- 
tising by its cost are as yet largely indeterminate even for 
a given type of business, but the individual entrepreneur 
should be as keenly alive to the cost of this factor as to the 
cost of any other. To determine the kind of advertising 
which shall be employed and the extent to which it shall be 
employed is just as much a matter of skilled buymanship 
in the marketing process as it is in the process of material 
production to decide just what types of raw material shall 


_be employed. Perhaps we even need to stress the idea that 


_ Hall, ‘Ualbaaaie of aoe: pp: 32-61, 
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this type of buymanship should be more skilled because 
the thing bought is less standardized and therefore harder 
to evaluate. 

(a) Limits Imposed by the Principle of Substitution — 
We are apt to think of limits imposed upon advertising as 
upper limits—that is, limits beyond which advertising 
should not be carried—but the principle of substitution in 


_ cost efficiency imposes a lower limit on advertising just as 


important for the consideration of the entrepreneur as 


- the upper limits. The problem is always to get the lowest 


unit cost and the largest volume which conditions allow, and 
the principle of substitution insists that each factor should 


_ be substituted for others until this result is secured. Too 


little advertising may put a concern into bankruptcy just 


as surely as too much. 


So far as cost is concerned, too little advertising is em- 


_ ployed if volume of sales that might be secured by adver- 
_ tising is so reduced that the process results in less net 


profits. On the other hand, if so much is spent in advertis- 


ing to secure volume that unit profit is so reduced that in 
_ spite of increased volume net profit suffers there has been 


either too much advertising or a wrong sales policy as to 
8 For a discussion of the costs of advertising campaigns see Mahin, Adver- 


tising, pp. 248-255; Osborne, Short Course in Advertising, pp. 232-244; Tipper, 


Hotchkiss, Hollingworth, and Parsons, Principles of Advertising, pp. 334-358; 
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price. The fact that advertising may be used to add to 


price above the otherwise obtainable level gives wider scope ~ 


to the possibilities of advertising, but even here the cost 
principle is responsible to net profit. 

Though it will be stressed later, it should also be men- 
tioned here that the kind of advertising and the money put 
into the different parts of the advertising process are also 
responsible to the principle of substitution. To spend a 
thousand dollars for space and not a dollar for filling it is, 
on the face of it, a violation of the principle. It is true that 
it is difficult even to appr@ximate the proper proportions 
which a retailer should spend for space, illustrations, and 
writing of his newspaper copy, without knowing something 
of his business and local conditions, but the retailer who 
spends all his money for space and none to fill it properly 
is making just as serious a blunder as the man who tries to 
get along with salesmanship without advertising. 

(b) Limits Imposed by the Principle of Effective Pro- 
portions.—The evident limits here are somewhat wider 
than the limits imposed by the principle of substitution. 
It is true that with proper care on the part of the entre- 
preneur, and if results could be accurately checked, the two 
principles would be so nearly identical as to differ, if at all, 
chiefly in emphasis. There are, however, so many business 
men, and rather good business men at that, who refuse to 
attempt to apply the principle of substitution, and there is 
such difficulty in estimating accurately the point at which 
it makes no particular difference whether the entrepreneur 
buys more advertising or more of something else that the 
general standards imposed by the principle of effective 
proportions is apt to receive more intelligent consideration. 

Every business man knows that he can do so little adver- 
tising that it does no good, and he knows just as well that 
he can do so much as to put him in bankruptcy. Naturally, 
then, he knows that somewhere in between is the amount 
he ought to do, the percentage of his sales that ought to 
go into advertising to get the right amount of advertising 
‘to combine with his other sales efforts. Unfortunately, his — 
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judgment here is swayed too much by what his competitors 
are doing and by what leaders in his line of business are 
doing in other sections of the country, but if he will not 
study his problem carefully for himself this is much better 
than depending on haphazard impressions. As the other 
factors with which his advertising is to be combined are 
highly individualistic, however, the effective proportion of 
advertising will vary widely and should be a subject of 
personal study in each business. 

Summary and Comment.—Advertising is primarily a 
part of the marketing process. “Its most distinctive function 
is to influence the whole series of buyers, whether they buy 
to make a profit through manufacturing or selling or 
whether their buying is for consumption purposes. In per- 
forming this function the chief element made use of is edu- 
cation—on the one hand the education of the manufacturer 
and middleman as to how the thing advertised will add to 
their profit, and on the other hand the education of the con- 
sumer as to the value of the article to him for consumption 
purposes. 

The nature of advertising is determined by its purpose. 
Primarily this purpose is to aid in making a profit for the 
person who pays for the advertising, but we wholly lose 
sight of one of the most encouraging developments in busi- 
ness if we fail to recognize that a constantly increasing 
number of business men are more genuinely interested in 
serving their customers than in making a profit out of them. 
With such men, advertising is primarily an educational 
force to teach their customers how they as customers may 
best profit by the service offered them. From this type of 
advertising it is only one step to that advertising which in 
antituberculosis and community-chest campaigns tries to 
educate the people into doing things which will result in 

benefit to the community as a whole or to special classes 
in serious need. 

The nature of advertising i is also determined by the domi- 
nant method employed. The method most widely and most 
yeimiod employed is education, and all advertising 
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which is legitimate and effective contains the educational 
element. In some advertisements, however, the dominant 
element is primarily persuasion, in others primarily stimu- 
lation, and in others primarily assertion and iteration. 

When we consider the scope of advertising we may limit 
advertising to its part in the selling process through direct 
or indirect influence on the salesman and buyer, and stress 
the fact that the advertising manager often extends his 
functions beyond the advertising process itself. In doing 
so we would stress the fact that an advertising manager 
must be far more than a master of advertising. He must, 
in particular, be a marketing or merchandising analyst. 
He must be able to make his analysis of consumer demand 
contribute to the efficiency of the product he sells as well as 
to the efficiency of the sales process. But in any event the 
recognized functions of advertising and the functions of the 
advertising manager and the advertising agency include 
within their scope the influencing, by all the resources of 
advertising, of both material production and marketing 
methods, as well as directly influencing both the sales force 
and the consumer. 

Finally, the scope of advertising is limited by the prin- 
ciple of cost. The amount of advertising, which may be 
legitimately and effectively employed is determined under 
the specific marketing or merchandising conditions by the 
principle of substitution and the principle of effective pro- 
portions. In this connection it would be a mistake not to 
call attention to the fact that advertising is just one of the 
factors in production and has the same limitations as any 
other economic factor. Essential as it is to almost every 
phase of the marketing process, and to other processes also 
which do not belong in the marketing field, it is limited by 
its nature, by the methods which it must follow, and by all — 
those principles of combining proportions which affect the 
quantity, quality, and cost of the product. Especially with 
the constantly widening field in advertising must the temp- 
' tation to overuse it be guarded against almost as carefully — 
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as the tendency to use so little of it or the wrong quality or 
kind that the best results cannot be secured. 


PROBLEMS - 


1. Try to find something on the front page of a metropolitan daily which 
has such publicity value to some industry that it is effective as adver- 
tising. (This does not imply that anything but its pure news value 
had anything to do with securing its first-page prominence. ) 

2. Choose a display advertisement which seems to you to have all its cost 
put on buying the space and none on filling it. 

3. One of the great automobile companies allows its advertising agency 
to spend 25 per cent of the cost of space for adequate illustrations to 
make the advertisement effective. Is this too great a proportion or too 
small to spend for illustration in department-store advertising? Local 
costs of art work, engraving, and space rates should be supplied as a 
basis for discussion, and different members should interview advertising 
managers. 

4, What is the counter-implicate of the advertising of Gillette razors? Of 
Sears-Roebuck advertising? Of community-chest publicity? 

5. Taking a magazine in which much of the advertising is in art form, try 
to get words or phrases which describe the method of influence upon 
which the advertisement depends for its effectiveness more accurately 
than any of the terms used in the text. (Hducation, assertion, iteration, 
information, stimulation, persuasion. ) 


REVIEW PROBLEMS 


J. Steel is made in Gary from ore mined in northern Michigan and coal 
mined in southern Indiana. Who produces the steel? Name the other 
producers in all three places and in between and tell what each 

produces. 

2. If a capitalist uses up five days of congealed labor and ten days of 
“present labor in cultivating a plot of ground, what would be the value 
of the crop if the labor thory of value were applied? Under the same 
cireumstances, what would his profits be if the crop so raised could 
support a laborer for thirty days? 

3. Why is the inefficiency of employees in the operation of railroads a 

more serious handicap than the inefficiency of laborers on a farm? 

4, To which phase of residualism does the profiteer belong? 

5. Suppose all industries doubled their efficiency, where would the money 

- eome from to buy this tremendously increased output? : 
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ADVERTISING AS FURTHERING AUTHORITY CO-OPERATION 


Ture are, in general, three types of co-operation which 
manifest themselves simultaneously in our present order— 
authority co-operation, agreement co-operation, and sponta- 
neous co-operation. Authority co-operation is the co-oper- 
ation within the ownership unit, whether this be the fam- 
ily, a small factory, or a nation-wide corporation. Agree- 
ment co-operation is that which is effected and carried out 
by explicit agreement between different ownership units, 
as an agreement between a manufacturer and one who sup- 
plies him with raw materials, or between a wholesaler and 
a retailer. The third type of co-operation has as its dis- 
tinctive characteristic that it operates neither by agreement 
nor under authority, but finds its motivation in that self- 
interest which so adjusts itself to the self-interest of others 
as to reap the highest possible reward. It is by this third 
type of co-operation that our present economic order is reg- 
ulated, and wherever the first two types manifest them- 
selves it is because they seem to the individual a we by 
which the third type can be worked out. 


This does not mean that the shoe manufacturer con- 
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sciously co-operates with the man in Los Angeles who wears 
his shoes, nor that the grower of mulberry trees in China 
consciously co-operates with the Parisienne who wears silk. 
Rather it stresses the fact that each in seeking his own self- 
interest co-operates with the other spontaneously. Under 
the shoe manufacturer there are a thousand men working 
under authority co-operation, but it was spontaneous co- 
operation that brought these thousand men from Michigan 
and France and Georgia, seeking their own self-interest, 
and by agreement placing themselves under authority for 
the manufacture of shoes. So also the retailer in Los An- 
geles is brought into agreement co- operation as part of the 
spontaneous co-operation process; for he is seeking shoes 
he can sell to advantage, shoes by which he can secure the 
spontaneous co-operation of as many citizens of Los An- 
geles as possible. 

In attempting to set forth the economic services of ad- 
vertising to widely different types of producers, it is hoped 
some advantage may come from considering it under these 
three aspects. Under authority co-operation it might be 
assumed that the need for advertising was less imperative, 
that there were at least other things which could be substi- 
tuted. Under agreement co-operation the function of ad- 
vertising might also be assumed to be determined largely 
by the principle of substitution, by whether certain things 
could be done more economically by advertising than by 
other methods. On the other hand, in spontaneous co-oper- 
ation it should be evident that there are some things which 
only advertising can accomplish. As all three types of co- 
operation are operating simultaneously, however, a sepa- 
rate consideration of advertising under these different as- 
pects may serve to bring into clearer relief the different 
functions of advertising with reference not only to these 
three types of co-operation, but with reference to the pro- 
ducer of the thing marketed, the factors in the marketing 
process, and the final buyer. 

1. The Influence of Advertising on the Sales Force —The 
sales process for the producer who has something to mar- 
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ket has four essential steps—analysis of the market, deci- 
sion as to marketing plans, securing the co- operation of 
those in the sales organization, and securing the co-opera- 
tion of those outside the sales organization—specifically the 
co-operation of middlemen and final buyers. The first three 
steps are within the field of authority co-operation, though 
all three may be delegated to an advertising agency, just as 
the whole sales process may be delegated to a sales agent. 
Securing the co-operation of middlemen is securing agree- 
ment co-operation; and securing the co-operation of the 
final buyer, upon whose co-operation the whole process de- 
pends for its consummation, is the heart of spontaneous 
co-operation. 

By the natural working out of the principle of substitu- 
tion—+.e., finding which method produced the best results 
at the least cost and using the most efficient method—it has 
become generally recognized that the function of analyzing 
the market is more efficiently performed as a part of the ad- 
vertising function than as a part of the sales process. Sales 
engineers are often inclined to insist that this is the func- 
tion of the sales engineer rather than of the advertising 
man, but upon the open market, where respective values are 
determined much more definitely than mere theory can de- 
termine them, organizations of sales engineers have not 
been able to gain commercial equality, much less displace 
advertising agencies in this function. Until this happens 
we can scarcely avoid acknowledging that advertising here 
performs a service for the producer which nothing else can 
perform so well, but which can, nevertheless, be performed 
by the sales manager as such, even icin! he knows little 
of advertising. 

What, then, is the measure of the economic services of 
advertising in this respect? Surely it is the difference be- 
tween the efficiency of the two processes, and the fact that 
more and more the difficult problem of market analysis is 
being intrusted to men trained in advertising is evidence 
that advertising is in this respect productive, that it pro- 

duces semething of value tothe man who buys it, that:it is 
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a necessary part of the process of most efficient produc- 
tion. This by no means suggests that the advertising func- 
tion is the only one involved in the analysis of the market 
or in the decision as to marketing plans; but it does stress 
the undeniable fact that advertising is the creator of ideas, 
not merely the phraser of the sales manager’s ideas, and 
that, like any other manufacturing process, advertising 
must go out after its raw materials and combine them into 
the finished product. 

The normal function of the advertising agency includes 
helping the sales manager sell his sales plans to his own 
sales force. It might be assumed that all the sales manager 
needs do, since his sales force is under authority co-opera- 
tion, is to give his orders; but no one who knows anything 
of the sales manager’s job works under that assumption. 
_ His first great task in salesmanship is to sell, ‘‘really sell,’’ 
his sales plans to his own sales force. His second great task 
is to keep them sold. If he can do these two things his sales- 
men. will sell the next links in the marketing chain. 

Anything which adds to the efficiency of the sales force is 
a direct economic service to the concern which is entitled to 
their authority co-operation, and one of the distinctive ways 
in which this added efficiency is secured is by the advertis- 
ing agency or the advertising manager showing them how 
the advertising plans will help them, and help those to 
whom they sell the goods. To show the distinctive economic 
service here it is not at all necessary to show that this ad- 
_ vertising will also benefit the consumer. In general such 
advertising does, as a rule, benefit the consumer, as we shall 
see in the proper place, but it is maudlin sentimentality, not 
sound economic reasoning, which attempts to put the whole 
burden of proof as to economic service on the ultimate bene- 
_ fit to the ultimate consumer. The manufacturer wants cer- 
tain things done which have value for him, and those who 
perform these services by this fact alone supply an eco- 
-nomic-service. In so far as advertising helps in any way in 
_ making his marketing more efficient, it therefore yaaa 


al economic service. 
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All this applies equally to manufacturers and to ‘middle- 
men. A middleman is a manufacturer of a marketing serv- 
ice and as such he must analyze his market, plan his sales, 
and secure the co-operation of his salesmen. If he thinks 
that the sole function of advertising is to influence those 
outside his own organization he fails to utilize to the full 
extent the factor of advertising in fields in which the best 
and keenest business judgment has pronounced it more effi- 
cient than the merely personal factor. And this pronounce- 
ment is not a matter of words, but an economic pronounce- 
ment made unmistakable by increasing use. 

2. The Influence of Advertising on Nonselling Groups.— 
We have already spoken of the influence of the house organ 
on employees, and of the influence of market analysis in di- 
recting production as to quality and quantity. In propor- 
tion as this influence results in any advantage to the pro- 
ducer it must be reckoned as an economic service furnished 
by advertising We must not, of course, forget that in all 
esprit work personal contact is highly important, and that 
advertising is not supposed to be the only factor in esprit 
creation, and the advertising man who knows his business 
is not at all in danger of forgetting it; but on the other 
hand, the executive should recognize that advertising is an 
essential factor in the most efficient types of such stim- 
ulation. 

The successful merchandising establishment must have 
efficiency in more than the selling force. Its buyers, its de- 
livery service, its accountants, its floor walkers, its execu- 
tives, even, must be kept continually sold on the policy of 
the store and its conception of service. If in this selling 
process advertising can be used to advantage, or if the ad- 
vertising used for other purposes results in greater effi- 
ciency in the nonselling groups, then this is one of the eco- 
nomjc services of advertising to the producer. With the 
extension of welfare work and the development of social 
organizations within the aythority co-operation group, this 
phase will be better recognized; and with keener analysis 
of the functions of the nonselling groups in marketing 
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and merchandising the importance of the by-products of 
advertising directed at other groups will receive more 
attention. 


ADVERTISING AS FURTHERING AGREEMENT CO-OPERATION 


In every national marketing campaign there is no factor 
more vital than advertising in binding together independ- 
ent concerns in effective agreement co-operation. One of 
the distinctive influences brought to bear by each successive 
distributing agency is to show those from whom it wishes 
to secure agreement co-operation how the advertising part 
of the marketing campaign will aid in the marketing proc- 
ess. The manufacturer uses his advertising campaign to 
persuade the wholesaler to take up his goods, and the whole- 
saler shows the retailer how by his co-operation he can cash 
in on the familiarity of the customer with the goods through 
advertising. 

Even if this help in selling were all that advertising did 
to link up manufacturer, wholesaler, and retailer, it would 
still be furnishing a most distinctive service; but one of 
the most important functions of advertising comes from 
that advertising which is directed not at the consumer but 
at the various agencies in the marketing process whose 
agreement co-operation is essential to success. Advertis- 
ing directed at the consumer stresses utilities to the con- 
sumer, attempts to increase his consumer’s surplus and so 
_ motivate his increased purchases. But advertising directed 
at marketing agencies stresses the opportunity for profit, 
stresses the opportunity for producer’s surplus to all agen- 
cies co-operating in marketing this product. 

1. The Influence of Advertising on Co-operating Execu- 
tives.—It is primarily the profit motivation which induces 
executives in the marketing chain to enter agreement co- 
operation, and one of the distinctive functions of advertis- 
ing is to keep those sold on the proposition after business 
_ relations have been established. The fact that a wholesaler 
_ Keeps an article on his list, however, means very little. He 
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must be in some way induced to enter into more and more 
active co-operation. In this process advertising is not the - 
only-way, but it is one of the ways. Competing articles are 
constantly claiming his attention, and it is not the article 
alone that he considers in making his decision, but the co- 
operation he is receiving from the manufacturer. In pro- 
portion as the manufacturer’s salesmen and the manufac- 
turer’s advertising help him make profits he is therefore 
induced to give more active co-operation, and for both the 
manufacturer and the wholesaler this co-operation has eco- — 
nomic value. It is, in fact, the one absolutely essential 
factor in the extension of the marketing process. 

The psychological factor in the creation of value is sel- 
dom more clearly evident than in the influence of advertis- 
ing in exalting the opinion of an executive in regard to the 
utility of an article for his business. The wholesaler and 
retailer alike have a whole host of articles clamoring for 
their consideration, and they cannot possibly handle all the 
articles which would yield them profit. The efficiency of 
their business demands a limitation of their stock as to ar- 
ticles as well as to quantity, and the basis of their decision 
is not, as a rule, whether the article in question would yield 
them a producer’s surplus, but whether it will yield them 
a larger producer’s surplus than articles which might dis- 
place it. Itis at this point in the mind of the executive that 
advertising directed at the consumer and advertising di- 
rected at himself combine to make him appreciate more 
fully than personal salesmanship alone could do the profit 
for him in co-operating in the marketing of the advertised 
article. 

2. The Influence of Advertising on Co-operating Sales 
Forces.—The time it takes for advertising to have its full 
effect varies widely with the nature of the article, the nature 
of the marketing plan, the nature of competition, ete. When 
the problem is to reach and influence the salesman not un- 
der your control, however, you are nevertheless dealing 
‘with profit motivation and can, therefore, as a rule, reach 
- him sooner and more effectively than you can reach the gen- 
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eral consumer through regular marketing channels. In 
Osborne’s Short Course in Advertising ' he quotes a direct- 
to-dealer campaign analysis as counting on four months to 
stimulate the firm’s own salesmen, seven months for small 
dealers, twelve months for larger dealers, fourteen months 
for dealers’ clerks, eighteen months for consumer accept- 
ance, twenty-four months for public appreciation, and 
thirty months for the beginning of genuine public demand. 
This indicates clearly that stimulating the sales forces of 
co-operating stores was a necessary preliminary to really 
reaching the public effectively, and that the time element 
was an essential part of the process. 

Another analysis of a campaign to sell goods through the 
wholesaler-retailer method of distribution stressed the re- 
action and interreaction of advertising and sales effort. 
Here the hoped-for reactions were to secure the immediate 
co-operation of the manufacturer’s own salesmen on the 
basis of the combined authority of the sales manager and 
the excellence of the advertising campaign as explained by 
the agency man in charge of it, to get the smaller dealers 
really sold on it in four months, to get the manufacturers 
own salesmen enthusiastically sold on it in seven months, 
and to begin to get cordial co-operation of the wholesalers 
in ten months. This means essentially that before your own 
salesmen are thoroughly sold on your advertising and sales 
plans they may have to see reorders, and that before the 
wholesaler is sold he must have received enough orders to 
feel sure that your product has come to stay. There is, of 
course, another meaning involved in the very nature of in- 
ertia—that it takes more force or a longer time to move 
larger bodies—but here also advertising has its function, 
as it works constantly at less expense than the personal call 

of the salesman and has the additional advantage of catch- 
ing the buyer when he does not feel he must take the pro- 
tective attitude he so often takes in the presence of the 
‘salesman. 
_ The proprietor of the small store, both as proprietor and 
1P, 237, | 
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as salesman, is in part sold first because the traveling sales- 
man finds it easier to impress the buyer for a small store 
than the buyer for a large store. In fact, it might easily 
happen that wholly unadvertised goods could be sold in 
many of these cases quite as readily as advertised goods. 
With a good advertising campaign as an additional talking 
point, however, the salesman has an advantage, and if he 
knows his business he can make the advertising campaign 
the center of dealer-and-salesman co-operation. 

Dealer and salesman alike prefer to sell goods that sell 
readily, and goods sell more readily if the customer has 
heard of them and the dealer has confidence in them.’ If, 
then, the retailer can be induced to display advertised goods 
to such advantage that the customer will recognize them as 
goods he has seen advertised, the retailer will by the very 
fact of that display put himself in the attitude of expecting 
to sell them. Interior display and window display are essen- 
tial parts of the advertising process, and any co-operation 
which the wholesaler can secure from the retailer increases 
reorders and so has definite economic value to the whole- 
saler, as well as increasing the productive efficiency of the 
retailer. 

Getting the co-operation of an executive gets him to buy 
from you, but it is the co-operation of his sales force which 
you must secure if he is to reorder. This co-operation he 
tries his best to secure, but he is interested in their general 
co-operation, in having them sell your goods or your com- 
petitors’. If you want them to sell your goods you must in 
some way secure their co-operation, must make them be- 
lieve that your goods are easy to sell and will bring reor- 
ders. Much of this effect you secure through consumer re- 
actions, but much you secure by having your salesmen sell 
the salesmen of co-operating groups, and distinctive adver- 


2 The mere fact that goods are nationally advertised does not mean that any 
considerable proportion of a merchant’s customers have heard of them often 
enough to have the confidence which familiarity inspires. It takes time and 
quality and volume to establish a brand as one of the leaders in its field. 
For the leaders in various fields, see The Leadership of Advertised Branda, 
by Hotchkiss and Franken. 
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tising would justify its cost in economic service if it reached 
the consumer only through helping to keep all the salesmen 
in the marketing chain sold on your product. 


ADVERTISING AS FURTHERING SPONTANEOUS CO-OPERATION 


Advertising as a missionary, advertising as point of con- 
tact, advertising as producing inquiries, advertising as 
bringing customers to the store, advertising as creating 
consumer demand, and a whole series of other phrases have 
been used to express the various phases of economic activ- 
ity which advertising motivates by its effect on the mind of 
the buyer before he meets the salesman. This is, in fact, 
the most generally recognized function of advertising both 
by buyers and readers of advertising. In proportion as it 
produces more than it costs it is also generally recognized 
as performing an economic service, though some who feel 
that advertising makes people buy more than they ought or 
things they ought not to buy may condemn it on social 
grounds. 

So far as the economic nature of the process is concerned, 
however, there can be no question as to the test as to 
whether in any given case advertising has performed an 
economic service for a producer. This does not mean that 
there can be no question as to facts, but that there can be 
no question as to the principle involved. Value is created 
by recognized utility and recognized scarcity, and the first 
essential of an intelligent buyer is that he shall appreciate 
the utility for him of the various things he is considering 
buying. In proportion, therefore, as advertising induces 
him to buy an article, it has performed an economic service 
to the whole chain of producers clear back to the manufac- 
turer and including every middleman in the chain. On the 
other hand, in proportion as it has induced the purchaser 
to buy something which gives him a consumer’s surplus, it 
has performed an economic service for him also. 

1. The Influence of Advertising on the Marketing Group. 
—So far as spontaneous co-operation is concerned, perhaps 
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what we have already said concerning agreement co-opera- 
tion makes its importance clear. Before agreement co- 

operation comes the sales process, and advertising is a vital 

part of the sales process in all great marketing campaigns; 

but probably most of the influence on the buyer in the mar- 

keting chain more properly belongs with furthering agree- 

ment co-operation as the salesman usually calls on the dis- 

tributing agent rather than wait till he is requested to call. 

The evidently spontaneous type of co-operation here arises 

when the prospective. buyer takes the initiative at least to 

the extent of asking for information, and though through 

trade advertising a great deal is accomplished in this re- 

spect by advertising, the most important function of even 

this advertising is in preparing the mind of the buyer for 
the salesman’s call and in helping to keep him sold. 

So far as the marketing group is concerned, advertising 
as furthering agreement co-operation and advertising as 
furthering spontaneous co-operation still more evidently 
overlap when we consider its influence on the sales forces 
of wholesalers and retailers alike. We have stressed its 
importance in furthering agreement co-operation, but one 
reason why advertising is so effective in that respect is 
that, quite apart from orders and quite apart from a. desire 
to co-operate, the salesman responds spontaneously to the 
advertising directed at the consumer. The salesman is 
himself a consumer and he is influenced by the same adver- 
tising which influences the consumer, if not actually into 
buying for himself, at least into thinking more highly of 
the produce and hence selling it more enthusiastically. . 

2. The Influence of Advertising on Ultimate Buyers.—_ 
Ultimate buyers consist of two great groups—the ultimate 
consumer and the buyer of goods as material for further 
production. With both these groups the influence of ad- 
vertising in securing spontaneous co-operation is of the ut- 


most importance in bringing into the market of their own 


volition not only buyers, but buyers already somewhat pre- 4 

disposed to buy and even buyers whose spontaneous ¢o- 

operation includes the whole buying process as in mail or- 
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ders for advertised goods. The man who advertises is in- 
terested in the total benefits he receives, and it depends 
largely on his marketing plans whether his advertising is 
intended to make the buyer take the initiative or merely to 
prepare him for the visit of the salesman; but at least the 
evidence that advertising creates spontaneous co-operation 
is unmistakable whenever the buyer takes the initiative. 

In so far as advertising creates or increases good will on 
the part of actual or prospective customers, we have an- 
other type of spontaneous co-operation which has marked 
economic value. The reputation of an article, the general 
esteem in which it is held, is a part of the process by which 
present and future markets for it are established. Some 
advertising directed at buyers for further production as 
well as much advertising directed at consumers is essen- 
tially institutional in that it aims primarily at increasing 
the esteem in which the article is held. This is necessarily 
the case when the nature of the marketing process does not 
allow the customer to take the initiative, but it is often the 
distinct aim of national advertising when the marketing 
policy puts more stress on the initiative of the dealer than 
on the initiative of the customer. The essential economic 
test, however, is identical and is merely a question as to 
whether advertising of the type used furthers the interest 
of the producer who uses it, it being wholly immaterial 
whether the result is secured primarily by stimulating 
agreement co-operation or creating spontaneous co-opera- 
tion. If the added value created by the advertising process 
exceeds the cost of the process, then it has performed an 
economic service, and that, too, whether this surplus re- 
sults from added price or added volume or lowered costs in 
marketing, or through large-scale economies or greater effi- 
ciency in the manufacturing process. 

Summary and Comment.—The whole marketing process 
is an extension of the division of labor, and advertising 
finds its most distinctive function in furthering the co-oper- 
ation that must exist from manufacturer to consumer if the 
marketing process is to regulate production and consump- 

373 


ECONOMICS OF MARKETING AND ADVERTISING 


tion. Hach successive agent in the marketing process is” 
just as truly a producer as the original producer of the 
goods marketed, and any service of advertising which in- 
creases the efficiency of the process is an economic service. 

We are not in this chapter concerned with justifying ad- 
vertising from the standpoint of the consumer. The great 
test with the user of advertising is whether it is worth 
what it costs, whether it renders to the man who buys it a 
service which gives him a producer’s surplus, and this is a 
question of business judgment of the actual facts in each 
given case. The economic answer is in general unmistak- 
ably in the affirmative, since few great marketing cam- 
paigns are carried on without making use of advertising, 
and unanimity of business judgment in the absence of con- 
tradictory evidence is, after all, the only proof we need as 
to the productive character of any factor. 

Moreover, economics proper does not deal with whether 
in any given case you should spend 3 per cent or 7 per cent 
of your gross sales in advertising, nor with whether it will 
cost $50,000 or $300,000 to cover a given territory with ade- 
quate advertising for a given article. These are primarily 
cost-accounting problems and vary with the territory, the 
marketing methods decided on, the advertising rates in 
vogue, the nature of the article, the nature of the competi- 
tion, etc. The economic principles involved have been al- 
ready stated in the previous chapter, the principle of sub- 
stitution and the law of combining proportions,*® but the 
application is conditioned on the explicit facts involved. 
Most books on advertising contain chapters devoted in 
whole or part to the cost of advertising campaigns, but the 
answers arrived at are, and should be, empirical, a record 
of current business usage.* It has seemed advisable in this 
text to discuss only the economic principles involved, with 
such illustrations as were necessary to make the economic 


8 For a thoroughgoing statement of the principle of diminishing returns and 
the influence of the marginal product in regulating the amount used of any 
given factor, the reader is referred to chaps. x, xi, and xii of Taylor’s Princi- 
ples of Hconomics. 

4 See footnote to chap. xxvi, p. 357. 
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principles of marketing and advertising concrete enough to 
be usable in the formation of business judgments. 

The chapter divisions of co-operation as authority, agree- 
ment, and spontaneous were made primarily to call atten- 
tion to the complexity of the marketing process and how 
advertising reaches each phase and renders an economic 
service by virtue of its effects in furthering all three types 
of co-operation. It is hoped also that its economic func- 
tions will be more clearly understood if it is considered as 
a factor which is now made use of by intelligent producers 
in every field—farmers, manufacturers, wholesalers, re- 
tailers, and even by those engaged in organizations not mo- 
tivated by profit. In all of these organizations its function 
is to further co-operation, and the measure of its success is 
whether it has so furthered co-operation as to have resulted 
in the added worth of the process exceeding the added cost. 


PROBLEMS 


1. What co-operation does the manufacturer desire from the wholesaler? 
From the retailer? From the consumer? Take the case of Van 
Camp’s pork and beans and illustrate. 

2. Many manufacturers of electrical goods specialize on furnishing retail- 
ers with material for window displays. In this process all three types 
of co-operation are involved. Explain. One type is much more in 
evidence when the manufacturer has his own jobbing houses and dis- 
tributes directly to the retailer. 

3. Trace the function of the following phrases in their influence on retailer 
and consumer. “Eventually. Why not now?” “The Ham What Am.” 
“It Makes Red Blood.” 

4. Before a single can of Crisco was put on the market a considerable sum 
had been spent advertising it. In what way can such advertising be 

said to have furthered co-operation? What types of co-operation did 
it further? - 

5. What is the function of “Help Wanted,” “Business Opportunities,” 

_and “Real Estate For Sale” want ads in terms of the different types of 
co-operation? 


REVIEW PROBLEMS 


1. We have seen that it is one of the functions of the jobber’s salesman 
to teach retailers to merchandise. What types of advertising are of 
especial help to him? 
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2. How does advertising increase territorial division of labor? 

3. Illustrate how, in your opinion, advertising may be a source of differen- 
tial gain. 

4. How may the principles of advertising be employed to induce people 
to support a protective tariff? 

5. Give an illustration of advertising which you regard as illegitimate 
production which results in profit to the advertiser, and state how 
advertising might be used to protect legitimate business from illegiti- 
mate advertising. 


CHAPTER XXVIII 


ECONOMIC SERVICES OF ADVERTISING TO 
CONSUMERS 


SERVICES oF ADVERTISING BrrorE THE BuyING PROCESS 
Services of Advertising in Price Reduction 
Services of Advertising in Determining the Budget 
SERVICES oF ADVERTISING IN THE BUYING PROCESS 
Services of Advertising in Creating Consumer’s Surplus 
Services of Advertising Through Price Standardization 
- Smrvices or Apvertisinc Arrer THE BuyING PROCESS 
Services of Advertising in Maintaining Consumer’s Surplus 
Services of Advertising in Stabilizing Buying Habits 


SERVICES OF ADVERTISING BEFORE THE BUYING PROCESS 


Berore the buying process which transforms producer’s 
goods into consumer’s goods there has been a whole chain 
of manufacturing and marketing processes which have been 
influenced by advertising. The previous chapter deals with 
how advertising has been of economic value to the producer, 
and specific ways in which the producer makes use of adver- 
tising will be considered in the three chapters following 
this—‘‘ Advertising as Analysis of the Market,’’ ‘‘Adver- 
_tising as an Administrative Force,’’ and ‘‘ Advertising as 
an Influence on the Consumer.’’ Before passing on to these 
specific phases of advertising as a factor in production, 
however, we may get a better balanced idea of advertising 
as furthering all three phases of co-operation if we see how 
advertising benefits the consumer as well as the producer 
in this process which the producer carries on primarily to 
secure his own ends. 

We have seen that Adam Smith realized that it was to the 
interest of England that France should profit by what Eng- 
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land sold her, on the purely economic grounds that if she 
did so she would become a better customer. In the same 
way the manufacturer wants to see the wholesaler and re- 
tailer through whom his goods are marketed prosper in 
order that they may be better buyers of his goods. And 
finally, manufacturer and wholesaler and retailer alike 
recognize that the consumer must prosper if he is to become 
a better buyer, and that, so far as their functions are an 
influence on his prosperity, it is their economic business to 
see that he profits through trading with them. 

Most economists have been keenly aware of the conflict 
of interest between producer and consumer, and to say that 
a legitimate commercial transaction must result in a profit 
to both parties does not say that the interests of producers 
and consumers are identical. The consumer wants to see the | 
producer get enough profit to induce him to keep on supply- 
ing the desired goods. The producer wants to see the con- 
sumer get enough consumer’s surplus to induce him to buy 
again. But of the excess value above minimum profit and 
minimum consumer’s surplus each wants to get as much as 
he can without sacrificing any of the others’ co-operation. 

As advertising is paid for by producers, therefore, we 
shall expect to see it perform services for the consumer in 
the main only as by performing such services it serves the 
producer. In the analysis which follows, this dominating 
influence of the producer should be kept in mind. What- 
ever benefit comes to the consumer comes to him only as a 
by-product from a process intended for the producer’s bene- 
fit or as a benefit conferred by the producer to secure his 
co-operation. It may be added, though this should be evi- 
dent, that in analyzing the services of advertising to the 
consumer under Services Before the Buying Process, Servy- 
ices in the Buying Process, and Services After the Buying 
Process the division is purely one of convenience in presen- 
tation, and in no sense is intended to suggest that the influ- 
ences stressed in one part of the process are not i in evidence 
elsewhere, 
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1. Services of Advertising in Price Reduction.—The 
price-making forces of the present order are a continuous 
process of interreactions upon one another. In this com- 
plex the demand schedules of consumers are a potent influ- 
ence, at times less potent, at times more potent than the 
supply schedules of producers, but always necessary. Yet 
in any given transaction, except where bargaining is a part 
of the selling process, the specific price for the specific 
article has been fixed before the customer enters the store. 
And in this price-fixing process advertising has already 
performed an economic service for the consumer. 

In view of what we have said in previous chapters, we 
need only summarize the ways in which advertising has 
already been of service to the customer in its influence on 
price. By making the manufacturing process more efficient 
it has reduced cost or increased quality, whether by anal- 
ysis of the market, stimulation of the nonselling group, or 
increased volume. By making the marketing process more 
efficient is has also reduced marketing costs to wholesaler 
and retailer. And as part of the process of competition it 
has helped bring actual price to the consumer down nearer 
to costs of production than it otherwise would have been. 

This latter function is one in which advertising is of evi- 
dent direct benefit to the consumer. If it helped reduce 
manufacturing and marketing costs it would have proven 
its right to be clasged as a productive process, but if manu- 
facturer and marketing agencies kept as added profit all 
savings in cost, there would be no benefit to the consumer. 
The very struggle for added marketing volume in which 
advertising is so important a factor has, however, a neces- 
sary tendency to bring price down to a point which gives 
to the consumer a sufficient amount of this saving either to 
motivate increased buying or to keep him from buying from 
competitors. | 

DB Services of Advertising in Determining the Budget. — 
Making and keeping a really intelligent budget demands not 
only more intelligence, but far more self-control, than the 
average American family possesses. To provide for and 
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maintain an honest depreciation of household goods, to say 
nothing of wearing apparel, and to make this item and in- 
surance expense and insurance investment a part of the 
monthly budget, is, in spite of its comparative simplicity, 
quite beyond the accounting ability not only of the un- 
trained, but of many who have had bookkeeping in high 
school or a year’s struggle with debits and credits and bal- 
ance sheets in college. This is not because the problems are 
especially difficult, but because they have been of go little 
interest in the average home that even the high school has 
scarcely felt its influence. We have not been & gation of in- 
telligent budget makers even in Congress, and in the home 
we have gone happily on in a sort of pay-day to pay-day 
existenve in which our expenditures were controlled chiefly 
by the fact that we had so many more desires than our 
means would gratify that lesser desires were crowded out 
er postponed by greater. 

Perhaps just because of this, advertising has played an 
especially important part in forcing us to weigh our wants 
against one another in an effort to determine their relative 
importance. In proportion as we have done so we have, so 
far as our judgment enabled us to do so, increased our real 
income beyond our money income to the greatest extent 
which was possible under market conditions. We have even 
gone further and under the influence of desires awakened 
by advertising have increased our productivity as a means 
of increasing our money income, and though this is a benefit 
to the consumer as a producer rather than as a consumer, 
it is a distinct consumer reaction under the influence of ad- 
vertising. 

Whenever budget making has been undertaken, how- 
ever, in an attempt to accumulate a surplus for buying 
something too expensive to secure with cash then on hand, 
we shall find that in a surprising number of instances ad- 
vertising is the motivating force and is apt to be the sus- 
taining force to hold them to their purpose. So also when 


purchases are made on time the necessity of budgeting to » 


meet monthly payments is largely forced on them through 
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the purchase of goods in which advertising had an influ- 
ence. In fact, the process of educating people to get better 
things by buying on monthly payments instead of spending 
their money on unguided living expenses is a distinct eco- 
nomic service which more than counterbalances the foolish 
expenditures of people who are induced by monthly pay- 
ments to buy things they cannot afford to buy. 

‘After all, getting the most out of life is distinctly in har- 
mony with what we mean by, satisfying our economic wants, 
and advertising which helps a man spend his money in ways 
which give him the greatest satisfaction is performing as 
truly an economic service for a consumer as it performs for 
a producer when it helps him to get the most money out of 
his goods bought for production. If, then, the consumer is 
unwilling to plan his budget with his intellect, and adver- 
tising forces him to plan it more intelligently because of the 
variety of the desires it awakens, the advantage which ac- 
crues to him in increased real income is surely an economic 
service to its credit. 


SERVICES OF ADVERTISING IN THE BUYING PROCESS 


In the chapter on ‘‘ Buymanship”’ and elsewhere we have 
seen the importance of the consumer supplying his quota of 
intelligence as a necessary factor to the creation of a market 
which would give him proper values. In this respect be- 
cause the advertising which begins the selling process is so 
far removed from the end of the sales process, advertising 
even in the buying process itself is a factor in determining 
price and so benefiting the consumer. It seems much bet- 
ter, however, to recognize that the influence on price be- 
longs chiefly to the period before the buying process, and to 
stress in this section the advantages which accrue to the 
consumer by virtue of the salesmanship virtues of adver- 
tising and their effect on the consumer himself. 

1. Services of Advertising in Creating Consumer’s Sur- 
plus-—Assuming that the price of a given article is already 
fixed, consumers may be grouped in three classes—those 
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whose needs will force them to buy the article without ad- 
vertising or sales influence, those who will not buy it at all 
at that price, and those whom salesmanship and advertis- 
ing may induce to buy, but who would not normally buy. In 
this last class we have those to whom the article at the given 
price offers no consumer’s surplus or a consumer’s surplus 
inferior to that offered by something else, and the function 
of advertising and salesmanship alike is to make such per- 
sons see the real value for them which the article possesses. 

It is no plea at all against legitimate advertising to say 
that advertising can so exalt an article that people will be 
willing to pay more than the article is worth. Long before 
Christ, Aristotle pointed out that speech used for evil pur- 
poses followed the same laws of effectiveness as speech used 
for righteous purposes. Of course, advertising can be used 
for illegitimate purposes, but it is to the interest of the con- 
sumer that he appreciate at their proper value for him a 
large variety of things, and as long as the advertiser edu- 
cates the consumer as to the truth about his article he is 
not only wholly within his rights, but is performing a serv- 
ice to the consumer. 

In this connection we may well recognize the fact that 
many buying processes are begun which would normally not 
be begun by the direct salesman method. There is a wide 
variety of things about which the consumer would never 
hear except for advertising, and an almost equal number 
of things which he has heard of but about which he knows 
so little that he will not enter a store to ask about them or 
in any way consider their merits for him unless he is stimu- 
lated to do so by advertising. The average buyer is pro- 
vincial by nature, tends in his buying habits to follow his 
own little circle, and advertising makes him a citizen of the 
world of merchandising.’ It takes him from his narrow 
buying habits and shows him the real values the markets 
offer him. | 

Every article which advertising so changes in the regard 


_ 1 See the first chapter of Osbhorne’s Short Course in Advertising, which pre- 
sents advertising as an influence and motivating force in civilization, = 
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of the consumer that he buys it instead of something else 
must be considered as yielding him a greater consumer’s 
surplus than the article displaced. This means necessarily 
that his total consumer’s surplus has been increased, and 
that his real wages are increased by this same amount in 
the buying process. It is this phase of the influence of ad- 
vertising which should be given prominence rather than 
the mere defense as to cost when those who think adver- 
tising is a wasteful process insist that the consumer pays 
for the advertising in the end. 

Now, of course, we have seen that in some cases adver- 
tising is used to increase price, but this is not the typical 
function of advertising. The typical function of advertis- 
ing is to act as a factor in the process of giving the con- 
sumer more value for less money. In the last section we 
have stressed the influence of advertising in actually re- 
ducing price, and in previous sections we have stressed the 
influence of advertising in increasing quality, but these two 
phases have to do with the influence of advertising in in- 
ereasing objective values.? The subjective value which the 
consumer receives over and above the market price is the 
measure of his consumer’s surplus, and upon this value ad- 
vertising has marked influence both for marginal and intra- 
marginal buyers. 

In our tendency to stress the price-making forces, we are 
apt to give little heed to the very real value represented by 
consumer’s surplus; and this is a serious error when we 
consider whether anything is justifiable from the stand- 
point of the consumer. What the consumer is interested in 
is in value for him, and if by reading advertisements about 
an article from time to time it assumes such value in his 


2 Just before the war Printers’ Ink sent out questionnaires to a large num- 
ber of national advertisers asking them to state specifically what influence the 
advertising they had done had had on price to the consumer. The general 
testimony was that it had either added to quality at the same price to the 
consumer or added to quality and’enabled them by lower costs, due to large 
volume, to reduce price to the consumer. The results of the investigation are 
in Printers’ Ink for November, 1914, and an admirable selection of typical 
products with summaries of their statements is in Ivey’s Marketing, pp. 


189-196, 
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eyes that he buys it, even though the advertising which 
gave it that value in his eyes did not reduce its price or 
increase its quality (though it usually does both), he would 
be benefited just in proportion as the advertising educated 
him into realizing the true value of the article for him. 
And as satisfaction with the present order is far more de- 
pendent upon real wages than upon money wages, and as 
the efficiency of the order is primarily dependent upon moti- 
vation, advertising has abundant justification, quite aside 
from its influences, great though they are, on objective 
| values. 

2. Services of Advertising Through Price Standardiza- 
tion.—We still have with us in America all too many stores 
where every purchase must be a battle if the customer is to 
get his goods for as low a price as his neighbor. Since the 
’seventies we have had a gradually increasing number of 
stores which are strictly one-price stores, and in our better 
stores this is now the rule rather than the exception, but 
even in these stores their advertising tends to assist the 
customer by price standardization. The things they choose 
for advertising are, in the first place, good values; in the 
second place they are in the main in the price range which 
the merchandising interests of the nation have decided rep- 
resent the normal economic tendency; and in both respects 
these advertisements have decided guidance value. 

Moreover, even in those stores which do not have one 
price to all, the advertised articles are apt to be chosen 
with especial reference to their value and to be priced at 
least very close to the minimum which even haggling will 
secure. Buyers are not good judges of value, as a rule, and 
anything which is advertised as a challenge of price and 
quality to competing stores gives the customer who buys it 
a probable greater value than the general range of values 
his own unaided judgment would be able to secure. Here 
again is a good illustration that the customer does not pay 
for the advertising, for even in retail advertising the price 
tends to be less on goods advertised, the extra cost to the 
store normally being made up on increased volume, not by | 
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increased price either of the goods advertised or on other 
goods. 


SERVICES OF ADVERTISING AFTER THE BUYING PROCESS 


There is in some fields a considerable amount of follow- 
up salesmanship and advertising after the sale is com- 
pleted. Some of this is in the nature of service promised 
as part of the thing sold, but used not only for the good of 
the customer, but as a means of securing other customers. 
It would be a poor salesman of an electric washing machine 
who did not follow up the sale and see that the qualities on 
which the machine was sold proved effective enough for the 
woman to recommend the machine to her neighbors and 
- make suggestions to the salesman as to those who might 
prove possible customers. If the promised service is de- 
livered as a thing already paid for it must be charged 
wholly to past selling expense, but it is in part at least an 
effective advertising process which is a part of sales to 
follow. 

In order to justify advertising it is not necessary to show 
that it does not cost the consumer anything. It is justified 
if it is worth what it costs—for instance, if it so educates 
the consumer to the value and uses of an article that it is 
worth to him the price he pays for it even though it could 
have been sold to him cheaper if he, and others, would have 
- bought it without its being advertised. To put this function 
of advertising into contrast with others we may say that 
advertising (1) may reduce production or selling costs; 
(2) may increase the value of the goods by making their 
uses more evident and better appreciated, and thus create 
a larger value to be divided between producer and con- 
sumer; and (3) may insure to the producer, whether manu- 
facturer or merchandiser, a juster proportion of the total 
value. 

‘1. Services of Advertising in Maintaining Consumer’s 
Surplus —It is sound psychology that the thing you have 
parted with often seems to have gained in value when it is 
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no longer yours, and that which you have gained possession 
of may seem to have less value after the first joy of posses- 
sion wears off. It is this problem which the seller faces in — 
‘‘keeping the buyer sold,’’ a problem which many automo- 
bile concerns have solved by sending each purchaser a mag- 
azine to keep him sold on the car. Those who pay for the 
advertising specifically intended to keep the buyer sold, 
have their own interests in mind, of course, but that is 
characteristic of our whole economic order. We benefit 
others in order to gain advantage for ourselves, and if 
advertising which is directed at the buyer after he has 
actually bought is of any benefit to him, it should at least 
be free from the suspicion that it is costing him anything. 

In the case of an automobile, the follow-up advertising, 
whether personal or printed, which keeps a ‘man sold has a 
direct relation to his real income, a direct relation to his 
yearly consumer’s surplus. When we reflect for a moment 
we know that this total satisfaction is his real income and 
that anything that keeps him from regretting a purchase 
which was wisely made tends to make him more contented 
and more efficient. Especially in such things as insurance 
policies which must be kept sold year after year, the func- 
tion of advertising has a very real value to the consumer in 
keeping him from surrendering for present cash value a 
policy in force. 

Akin to this advertising is the type that keeps associa- 
tions from disintegrating, members of fraternal organiza- 
tions from dropping out, and keeps members sold on the 
community in which they live. Not all values are exchange 
values, and the excess above exchange value which a man 
secures must be maintained if his yearly consumer’s sur- 
plus is to represent the maximum above his money income. 
The advertising which follows buying has its greatest serv- 
ice here, though it may have a service also in preventing the 
purchaser from foolishly parting with what he has bought. 

2. Services of Advertising in Stabilizing Buying Habits. 
—Like all other advertising effects upon the consumer, any- 
thing which tends to stabilize buying habits has a value for 
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those who pay for it; and few advertisements have the in- 
stitutional, good-will effectiveness of the advertisement 
which the satisfied customer reads after a satisfactory pur- 
chase. We have already stressed the idea that holding old 
customers is one of the great functions of advertising; we 
need only point out that its service to the consumer, may be 
equally as valuable as the service it performs in this respect 
for the merchant. 

One of the great problems which advertising is doing 
more than anything else to solve is the problem of educat- 
ing the buyer. So far as educating him as to individual 
articles is concerned, both advertising and salesmanship 
are seriously handicapped by the limits of his intelligence 
and the time that elapses between purchases of the same 
article. There is one respect, however, in which advertis- 
ing is less limited by this lack of intelligence, and that is in 
the problem of educating a man as to dependability of a 
store, its general reputation, and the advantages to be 
gained by trading at a store in which you have confidence. 
And this service of advertising is an especial function of 
the advertising which follows a sale. 

Important as this service of advertising is to ried store 
it is also important to the consumer. In fact, as we have 
pointed out, the chief hope of the consumer is in getting 
sold on a store he can trust and taking advantage of their 
expert judgment and reliability. Before he has bought 
something there he has no personal experience with the 
store to act as a foundation for a genuine confidence in their 
advertising ; but after he has become a customer, the adver- 
tising, whether newspaper or direct mail, which follows him 
to his home is of genuine economic service in proportion as 
it creates for him sound habits of buying where his own 
limited judgment will be supplemented by the knowledge 
and reliability of a dependable store. 


PROBLEMS 


_ 1. “By every dollar he spends on national advertising, the manufacturer 
gives a pledge to the consumer that he will not lower the quality of his 
387 


ECONOMICS OF MARKETING AND ADVERTISING 


product.” In what sense is this true and what happens if the pledge 
is forfeited? 

2. It is true that when it comes to buying an automobile the average 
person has very little judgment, but he would be much more at the 
mercy of the salesman if it were not for advertisements of other cars. 
Make clear some of the services of advertising before a man becomes 
a definite prospect for purchasing an automobile. 

3. What are some of the services of advertising to the customer who pur- 
chases a can of condensed milk? 

4. In what sense does price standardization tend to give better values to 
the best selling line a merchant carries? 

5. Enumerate the different ways in which the consumer would normally 
be benefited by an effective national campaign for a trade-marked 
brand of clothing such as Hart, Schaffner & Marx, 


REVIEW PROBLEMS 


1. Mr. Jones trades a saddle horse to Mr. Smith for a carriage horse and 
both feel that they have profited by the transaction. In what sense 
does this transaction differ from the purchase of a horse with money, 
so far as consumer’s surplus is concerned? 

2. Illustrate the nature of differential gain secured by national adver- 
tising. 

3. A preparation for restoring hair to its natural color is sold only by 
mail. What advantages has this method for this product? What dis- 
advantages arise from the fact that the product is open to suspicion? 

4, In an attempt to exalt the importance of foreign trade to the United 
States some writers have used figures based on retail prices of imports 
and exports. Why are such figures misleading and what facts do they 
ignore in respect to both import and export values? 

5. If there is a tariff of two cents a pound on sugar, what is wrong with 
figuring the cost of such a tariff as the number of pounds of sugar 
consumed times the tariff per pound? What part of the total price 
paid for sugar is not extra cost to the country? Why will the change 
in price be more than two cents? 7 
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ANALYSIS WHICH MUST PRECEDE SALES PLANS 


Wira the development of the advertising agency, adver- 
tising entered upon a new era; but the advertising agency 
was just a further development of the principle of division 
of labor which had created the advertising manager as a 
subordinate to the sales manager. In its attempts to sell its 
services the agency pressed home the argument that adver- 
tising was far more than writing copy and that it was in 
those other things in which it specialized that its experience 
rendered its services valuable even to the most competent 
and resourceful advertising manager. Even in matters of 
writing and placing copy, securing the right illustrations, 
and checking results, agencies have been able to present 
convincing evidence that their specialization enabled them 
to surpass in efficiency any advertising organization which 
even great manufacturers could afford to build up for them- 
selves. In no respect, however, have the advantages of 

‘Specialization in the advertising agency been more evident 
than in the skill they have developed in making marketing 
analysis and teaching manufacturers how to use advertis- 
ing effectively in marketing their products. 


1It should be kept in mind, of course, that all advertising agencies do not 
‘deserve praise for the excellence of their market analysis; in fact, that many 
present to prospective clients imposing analyses which are not based on 
adequate investigations nor backed by adequate experience. 
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The normal selling method of the agency is to map out a 
marketing or advertising campaign which will be in some 
respects superior to that which the sales manager or gen- 
eral manager has in mind, to guard against making such 
sweeping claims as to cause offense and to sell its services 
on the basis of intelligent co-operation with the sales man- 
ager and advertising manager. But whether the marketing 
analysis is made by an advertising agency or by the general 
manager or sales manager, there must be a preliminary 
marketing analysis or the advertising will fall short of the 
efficiency it might otherwise attain.?, This normally results 
from the fact that advertising is not a process by itself, but 
only a part of a larger whole, and will, therefore, normally 
be inefficient if it is not based upon a sufficient analysis of 
the marketing process of which it is a part. The better- 
class advertising agencies, the better-class newspapers and 
magazines, and the larger business enterprises whose prob- 
lems are largely of a marketing nature, therefore, base 
their advertising on an analysis of the marketing process 
asawhole. For if advertising as a factor is to be combined 
with other factors, its planning and direction cannot be 
given over to word and picture artists, no matter how great 
their ability along their particular Lae: 

1. Analysis of the Article Itself —Entire familiarity with 
the article itself, its process of manufacture, the quality 
of labor and materials, the ends it is especially designed to © 
serve, and the ends it might also serve, these things surely 
must be part of the mental background of the man who is 
to write advertisements if he is to do the highest possible | 
type of work. We ought, however, to recognize frankly 
that such knowledge cannot supply technical skill in writing 
and placing advertisements. Indeed, some very successful 
writers of copy regard a knowledge of human nature and 
a mastery of phrasing as of such supreme importance that 


2 Many concerns wish to make their market analyses themselves and are 
unwilling to admit the advertising agency into any advisory relation beyond 
that involved in preparing and placing advertisements, and in such cases an 
_ advertising agency may lose highly desirable accounts by insisting on creer | 

advertising analyses and helping to determine advertising policy.. ~ 3 
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they prefer just the general notion of the article as a basis, 
with their imagination to supply the rest. Former report- 
ers have been highly successful in turning out copy of this 
type, for with a well-developed feeling for human interest 
and for catchwords they are apt to be able to turn out copy 
which will not only please the boss, but will actually secure 
results. 

The expert type of salesmanship, however, demands that 
a man really know his article; and in proportion as the 
salesman is held responsible for the statements he makes, 
the advertising copy should come only from some one who 
really knows what he is writing about. In smaller concerns 
in which the amount of advertising does not justify one man 
in devoting all his time to the work, it is true that better 
results may be secured by turning the advertising over to 
an agency whose copy writers know in general the article 
in question and the methods of marketing it; but this is 
merely evidence that one method is better than the other, 
not that the second method is the best. 

Some newspapers and some magazines write or rewrite 
the copy for anyone who will buy space; and some very 
attractive advertisements are so written. If we assume 
that the manager himself cannot write an effective adver- 
tisement and that no one in his employ can do so, we may 
justify this practice, but it really has no economic or ad- 
ministrative justification unless the advertising medium 

ean actually furnish a better advertisement than the adver- 
tiser can secure at any reasonable cost. This is often true 
in the case of technical and trade publications, but in news- 
paper advertising it is as unsound to pay money for space 
and pay nothing for filling it as it is to pay money for ma- 
cehinery and not spend enough working it to get the best 
results. 

Much of the money spent in filling space should be in 
‘salary for some one who will devote real time and energy 
to analyzing every phase of the marketing process, and 
each new man who takes up the burden of filling this space 
should go through the whole process of analysis which 
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should precede the decision as to what the sales plans shall 
be. The fact that the sales plans have already been decided 
on is no reason why the advertising man should make no 
further analysis, for continued success is the result of con- 
tinued ability to meet changing conditions and this necessi- 
tates continued analysis of the whole field. Moreover, in 
the presentation of the article through advertising all ad- 
vertising should tell the truth, and the advertising man who 
has not himself analyzed the article does not even know 
what the truth is. 

2. Analysis of Market Demands.—Before a company be- 
gins to manufacture an article, not only the article itself 
but the market demands for such an article and the com- 
petition which the company must meet, should be carefully 
analyzed. Unfortunately, the man who really knows the 
advertising business is all too often called in only after the 
organization has made a series of mistakes, and it is his 
function to reform the sales plans. Sales and advertising 
are part of the marketing process, both alike subordinate 
to the marketing process, and both alike in danger of being 
given over to word artists. 

First of all, of course, there should be a sufficient anal- 
ysis of the market demand to determine its volume and the 
price at which the article should be marketed; and the de- 
termination of the price is almost ecules important 
whether the article is to be marketed on a quality basis or 
on a price basis. Quite as important, however, is the effect 
of this analysis of market demand on the aries itself. The 
article is made to be useful in order that it may sell, and 
every utility added, every whim of the buyer satisfied, is 
an added sales point. A rather thoroughgoing investiga- 
tion of market demand presents no serious difficulty either 
as to volume or characteristics, and even a superficial ex- 
amination would avoid errors which managers so often 
make through following their own judgment or merely their 
general information and general knowledge. 

3. Analysis of Competition—Before a manufacturer or 
a merchant enters a new field he will analyze not merely the 
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market demand, but the types and extent of competition. 
He will recognize that although his added competition will 
tend to extend the total sales of this type of article, yet he 
must to a considerable extent depend upon demand which 
he must divert from his competitors. Even though the mar- 
ket demand is steadily increasing, this will necessarily be 
so, for new demand will normally flow to established busi- 
ness and the new competitor will rarely have sufficient or- 
ganization either to reach new business or to reach it as 
successfully as he can the business already established. 

It is, for instance, much easier for a new concern to find 
a footing in a market where there are two or three leaders * 
and a large number of small concerns than where the busi- 
ness is almost monopolized by large concerns. It is easier 
to enter a field on a quality basis than on a price basis, and 
if large-scale production brings only a normal profit, it is 
folly to enter on a small-scale production basis. Still more 
important in the face of competition is an analysis of the 
margin of profit within the business to be advertised, and 
the type of sales and advertising which must be faced in 
marketing against competition. 

The outside advertising investigation has established for 
itself a place in present-day marketing from which it is not 
likely to be ousted. People who are continually in the busi- 
ness of investigating markets have not only facilities and 
trained investigators, but a wide acquaintanceship which 
the individual business may hope to develop, but cannot 
hope to buy outright. Moreover, the outside investigation 
by a reputable advertising agency gets more dependable 
results just because it is not swayed by the overenthusiasm 
of ownership. When a new business is trying to sell stock 
on the basis of prospects, many an investor would have less 


8 For an excellent discussion on market reactions involved in a new concern 
entering a field where its competitors are “leaders and trailers” instead of 
large concerns’ only, see vol. 3, Alexander Hamilton Institute. 

4This does not mean that the agency may not have a bias for national 

_ magazines as compared to newspapers, street cars, or other mediums, Some- 
times a separate investigation as to mediums is advisable. 
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cause to mourn if he insisted on an outside analysis instead 
of a salesman’s estimates. 


ANALYSIS OF SALES PLANS 


Advertising is both the salesman’s advance agent and an 
important part of practically every follow-up system which 
keeps the buyer sold. In both aspects advertising is in a 
way subordinate to the selling process, but in another sense 
it is the directing force. There is perhaps no reason why 
many organizations of sales experts might not have been 
developed to furnish for old as well as new concerns the 
analysis of the various elements involved in an adequate 
sales campaign. It is due to the very nature of the manner 
in which advertising agencies receive pay for their services 
that this type of service has developed primarily through 
advertising agencies; for as in all national advertising, the 
agency receives a discount from the publication on its regu- 
lar space rates, generally 13 per cent plus 2 per cent for 
cash, the agency can afford to furnish its service free to 
advertisers whose contracts are desirable.’ In the process 
of inducing advertisers to give their accounts to the solicit- 
ing agency few arguments carry the weight of an adequate 
marketing analysis. Nothing else can, so easily and with- 
out offense, show the average manufacturer that the agency 
is really in a position to help him, that it really knows more 
about his marketing problems than he does. 

1. Analysis of Market Channels.—The channels of mar- 
keting are worn deep by custom. Some goods have half a 
dozen middlemen and some have none; but the existence 
of marketing channels is no more proof of their being the 


5 In proportion as they can command a price for their services above these 
discounts agencies tend more and more to do so. In particular good agencies 
may feel they cannot afford to handle the smaller accounts for these discounts 
alone. On the same principle they feel compelled to charge for all preliminary 
analyses, especially for smaller accounts, and are certainly justified in getting 
a price in proportion to the service they render. In proportion as charging 
for all analyses becomes more general it will do away with the vicious practice 
of some advertisers of using free analysis to get ideas when they have no 
intention of buying advertising service. Fie 
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_most effective possible channels than the existence of rivers 
proves the inadvisability of canals. Rich rewards come to 
the man who can market his product more effectively than 
his competitors; and yet surely no man ought to attempt 
to develop a new method of marketing a product without 
studying carefully the various ways in which others are 
marketing similar products. 

At one time the sales agent was the favorite method of 
the new concern, for the sales agent took the whole product 
and guaranteed its sale, and the manufacturer could spe- 
cialize in manufacturing. This method has lost favor, how- 
ever, because the sales agent had the manufacturer too 
much at his mercy. Instead, there has been a growing 
tendency to market through wholesalers, giving no one a 
monopoly ; and for many types of goods wholesalers as well 
as manufacturers favor this method, because, if all sell it, 
all help create demand, while an exclusive agency may start 
everyone else fighting the product. Hspecially in shopping 
lines, however, the exclusive agency still remains in high 
favor with many manufacturers. 

The method of selling direct to the retailer and direct to 
the consumer has also grown greatly in favor with organi- 
zations large enough to cover the necessary territory ef- 
fectively. It may happen that one organization may find 
this method best, but that another in the same field prefers 
the wholesaler method. In such cases it becomes a ques- 
tion of relative efficiency, and if either method finally pre- 
vails it will be the one which survives the economic test. 
_ One should understand, however, that the real marketing 

channels have not been chosen when the decision has been 
reached to use, say, the wholesaler-retailer method. By 
what channel will you reach the wholesaler? By adver- 
tising? And if by advertising will it be by advertising in 
trade journals, by direct advertising to wholesalers, by 


direct or trade advertising to retailers and getting them to 


make demands on wholesalers, or by direct advertising to 

consumers? Or will you reach the wholesalers primarily 

with salesmen and persuade them to handle your goods on 
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their merits alone, letting them and the retailers furnish 
the advertising? . 

Here is where the service of a good advertising agency 
is invaluable, and invaluable not only to the manufacturer 
but to the retailer who wants a real study made of the trade 
channels which will bring him in the greatest returns. Just 
as the salesman for the cash register knows more about the 
cash-register phases of the ordinary store in thirty minutes 
after he enters than the owner could possibly find out in 
three months’ study, so also the accumulated experience in 
advertising investigations gives a good agency an advan- 
tage which the manager could not acquire by studying that 
one business alone. 

2. Analysis of Mediwms.—The very nature of the market- 
ing process makes it hard to test mediums without paying 
the price of inefficiency while the tests are in progress, and 
yet tests must be made in one way or another if efficiency 
is to be secured. Mere physical tests may give some real 
grounds for the comparison of billboards and street-car ads 
with newspapers, and window dressing and interior display 
may have evident enough effects to allow the manager to 
decide what is best for his business, but such slipshod 
methods will never give adequate grounds for the convic- 
tions which many managers hold that they have just the 
form of advertising suited to their business. Any test 
which is worth making costs something, and the problem 
of adequately testing out mediums requires considerable 
resourcefulness as well as great patience and the securing 
of intelligent co-operation within the organization in check- 
ing results. . 

Summary.—The analysis of marketing conditions has 
. developed in the advertising field rather than in the sales 
field or marketing field as such. In some special fields, such 
as farm products, the government is making studies which 

serve as a basis for the more expert service of advertising 
agencies, but a man with a real marketing problem on his 
hands should, as a rule, get the best advertising agency he 
can to analyze his problem for him. 
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This analysis will include the article itself, its method 
of manufacture, its margin of gross profit, and all those 
things outside the article which determine how it should 
be marketed. Such an analysis is seldom adequate if car- 
ried on by the manager or some one directly connected with 
the business. Such people take too much for granted and 
have not, as a rule, a sufficiently wide knowledge of market- 
ing practices in the whole field. After the analysis is made 
which determines sales plans, moreover, the function of 
advertising is not merely to reach the consumer, but also 
to act as an administrative force to make sure that the sales 
plans are carried out in harmony with the larger aspects of 
the marketing situation which the individual salesman is 
apt to lose sight of in following personal methods. 

The insistence on the importance of analysis at every 
step in the marketing process in no way minimizes the im- 
portance of the art aspects of advertising, either in words 
or illustrations. It does insist, however, that the adver- 
tising which is not preceded by analysis and is not in 
harmony with productive efficiency as tested by the welfare 
of the consumer is illegitimate production.. Advertising 
must become a part of the productive process, not part of 
some process by which the merchant or manufacturer 
gains and the consumer loses, but part of the legitimate 
productive process which produces something of value to 
the consumer in either proper appreciation or lower price. 


: PROBLEMS 


1. If you were advising as to the marketing of candy from a small candy 
kitchen, what types of competition would you consider and how would 
you plan to meet it? (At least three different solutions are legitimate, 
but one solution should be followed consistently.) 

2. Why do canned goods flow through the marketing channels of whole- 
salers and jobbers instead of direct to retailers? 

8. What relation of salesman to customer can the retailer better fulfill 
than the original producer? 

4. Take some such article as a washing machine and analyze the methods 
of marketing you would employ. (The especial excellence of the plan 
you advise is not the most important thing required, but rather that 
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you should see the problem clearly and be able to present ideas. Label 


the steps in your exposition, oral or written, as 1, 2, 3, etc.) 

5. Take some advertisement from a daily paper and check up with some 
salesman in the department in which one of the articles belongs the 
direct effect of the advertisement. Were enough more goods sold than 
usual at the regular price so that the added profit would pay for the 
advertisement? 

6. In cases in which immediate results in the sales of the articles advertised 
do not pay for the advertisement, how would you justify the advertise- 
ment as a wise expenditure? 


REVIEW PROBLEMS 


1. Before starting to manufacture an article, what problems would you 
consider as to the essentials for effective manufacturing? Is it possible 
that you could manufacture more cheaply than a powerful rival, sell 
at the same price at which he makes money, and yet lose money your- 
self? The answer must be “yes,” but make clear why. 

2. After the return of the soldiers from the World War much complaint 
was made about married women holding positions, the assumption being 
that every such woman was keeping some soldier out of a job. On the 
basis of Say’s Law and on the law of specialization, point out the error 
in such reasoning. 

3. Why do wages tend to be higher in a new country than in an old 
country? 

4. Some people think there are not yet enough people in the United States 
and that it would be better for everybody if there were more. What 
factors are more plentiful than labor in the United States and how does 
an especially great supply of one factor make an increase of other 
factors more profitable? Better illustrate in a specific industry to 
make sure you have the point involved. The analysis should show how 
this benefits other classes as well as this industry. 

5. What corresponds to profit when a father sends his son to college? | 


CHAPTER XXX 
- ADVERTISING AS AN ADMINISTRATIVE FORCE 
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Influence Through Competitors 


INFLUENCE OF ADVERTISING ON THE SELLING ORGANIZATION 


In securing the most effective results from a properly 
managed advertising campaign for a retail store the in- 
fluence on the consumer is not the most important thing 
to be considered. If the influence on the consumer alone 
is to be considered, some outside word artist may do more 
satisfactory work than some one connected with the organ- 
ization to whom the advertising is a side issue, or some 
subordinate who lacks the executive capacity to deal with 
the selling organization. On the other hand, if the adver- 
tising involves constant analysis of the whole market situa- 
tion and includes the function of securing co-operation of 
the sales force both before and after the advertisement has 
appeared in print, then the underpaid advertising manager 
is a serious error in management. The poorest paid clerk 
in the store knows what the advertising manager is getting, 
and no employee can be poorly paid and yet be in a position 
of influence in matters where initiative and the power to 
compel co-operation are essential to success. 

1. Before the Advertisement Is Printed.—The greatest 
function of advertising both in manufacturing and in retail 
merchandising is the function it performs before it appears 
in print. To this period belong alike the whole series of 
analyses which must precede the formation of the manu- 
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facturer’s sales plans and the whole series of investigations 
which determine price and policy in so far as they are influ- 
enced by competition. More important still, and this is sig- 
nally true in retailing, the preparation of advertising copy 
is the most effective administrative device yet discovered 
for exercising administrative pressure to secure efficiency 
of the department manager and the individual salesman. 

Even if the advertisement never appeared in print, if 
the material for it were gathered in the proper way, not by 
an all-wise advertising manager nor by all-wise department 
managers, but by a process of sharing the responsibility, 
the added efficiency of the sales force would justify the 
expense of the process. The greatest single shortcoming 
of sales force and department managers alike is that they 
do not know the stock of goods they carry: The greatest 
source of direct loss is through the accumulation of goods 
that will not sell, and most of them might have been sold 
if given the proper attention at the proper time. Anything, 
therefore, is of the highest value which will make the clerks 
look over their stock with a view to deciding even three such 
questions as: (1) What are the things we have had longest 
in stock and how should they be moved? (2) What are the 
newest things in stock which could most profitably be ad- 
vertised? and (3) What are the things in stock which are 
still timely sales material, but which should be pushed now 
to avoid their becoming more or less out of date? 

To secure results of this type the advertising manager 
must have an unassailable position in the organization, 
either on an equality with the sales manager or as his right- 
hand man. If any department manager feels himself free 
from responsibility to the advertising policy of the store, 
it is not only a handicap to the general morale but a distinct 
handicap to his own department. On the other hand, if the 
advertising manager is not of the caliber to command the 
cordial co-operation of the department heads on the basis 
of the worth of his ideas, mere authority will not solve the 
problem. . 

In addition to this function of the advertising manager 
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there is another still more closely connected with the sales 
process. He must sell the salesmen. An advertising man- 
ager of one of the largest department stores in the United 
States says this is the first test of advertising, that if the 
advertising department cannot keep the clerks of a store 
sold on the merits of that store as a place for their friends 
to buy, then the advertising is a failure for two reasons, 
(1) the greatest single function of advertising is to help 
the sales force into higher efficiency, and (2) if a store has 
an honest reason for existence the advertisement which can- 
not convince a clerk cannot convince anyone else. 

It is the function of the advertising manager to keep 
closely in touch with the sales methods actually employed 
in the store, not merely with the sales methods advocated 
at general meetings or department meetings. He can make 
himself highly objectionable while doing so or highly 
serviceable to the individual clerk. The greatest difficulty 
with the average clerk is to get him to use his brains, and 
few ordinary clerks can use their brains except when they 
are talking or listening to some one else talk. 

The five-minute talk with a clerk as to what articles 
should be advertised and what articles the department can 
sell without the help of advertising is just as truly a part 
of the work of the advertising department as writing copy 
and seeing that it gets properly into print in the right me- 
dium. It puts upon the clerks of the department who must 
do the selling their reasonable share of responsibility not 
only for selling the things advertised, but for selling other 
things, and especially those things which they have decided 
should receive special attention. 

2. After the Advertisement Is Printed.—After the ad- 
vertisement is printed it is clearly the function of the 
department to check as far as possible the immediate re- 
sults directly traceable to it, and to make sure, especially 
if such results are not what were expected, that the sales 
force recognizes that the indirect results are also to be 
considered. This latter in no way minimizes the respon- 

sibility, the joint responsibility, of salesman and adver- 
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tising man to analyze the advertisement with a view to 
determining why it failed. If the advertisement endeavored 
to produce direct calls and did not do so, was the difficulty in 
the timeliness of the offering or in the type of appeal 
adopted or merely in the way the appeal was expressed? 

These questions are just as much in the salesman’s field 
as in that of the advertiser, who is, after all, in this respect 
merely the advance agent of the salesman. In discussing 
such a question as to whether something else in the depart- 
ment might have produced better results the salesman’s 
opinion is important both in determining the facts and 
in providing an incentive for responsible co-operation in 
the future. 

Another phase of the work of the advertising man after 
the advertisement has appeared in print may be gained 
from one of the typical functions of a newspaper-service 
bureau. As part of the plan of national distribution, space 
was taken in a newspaper having such a bureau, and the 
newspaper furnished the names of the stores which should 
handle the article. The manufacturer’s salesmen were 
directed to call on these stores with a view to securing 
proper distribution in order that when the advertisements 
appeared not only could consumers secure these goods if 
they asked for them, but whether they asked for them or 
not they would see them on display at the stores. 

Three weeks after the first advertisement had appeared, 
the newspaper bureau sent its own men to call on all the 
retailers in the city who might normally handle the article, 
the ones whose names had been furnished the manufacturer 
for his salesmen to call on. When the store had the goods 
on hand it was the function of the man from the service 
bureau to persuade the merchant to give them more prom- 
inence in display if they were too much out of sight, and by 
speaking a word to the clerks, as opportunity offered, in- 
crease their interest in the article. In many cases the stores 
which had the article were not taking advantage of the 
advertising, were not co-operating either in display or in 
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‘sales attention, and so far as possible the service-bureau 
man remedied this difficulty. More important for the 
manufacturer in his control over his salesmen and system 
of distribution, however, more than half of the stores did 
not have the article at all. Some had not even been called 
on, perhaps because the salesman had found it inconvenient, 
and over 25 per cent of the stores had ordered the goods 
but had not yet received them because of the sheer neglect 
of the local distributing agent. 

Within the retail store this same thing is happening right 
along. The clerks do not know what their own store is 
advertising, and do not know the stock in their own depart- 
ment. This is one of the most serious elements in high 
selling costs, and no matter how efficient the department 
manager is, the advertising department can be of great 
_ service in this respect. It can, of course, be overdone, but 
the stimulation of consultation before the advertisement 
is written, and checking up after it has been printed, is 
beyond all question a greater stimulation to the sales force 
than the printed advertisement is to the consumer. Hspe- 
cially is this evident when one considers that with the con- 
sumer the advertisement has its chance only through the 
articles advertised, while this administrative function of 
advertising affects the salesmen and their relation to the 
_ whole stock of goods in their departments. 

Finally, it is the effect of the advertisement on the sales 
force rather than its effect on the consumer which builds 
up the greatest strength of the store, the loyalty and effi- 
ciency of its sales force. At best the salesman has a routine 
task, and anything which brings every salesman into any 
recognized responsibility has an importance which cannot 
easily be overemphasized. In this very process, moreover, 
the advertising manager and sales manager can co-operate 
most effectively in making the salesmen feel that they are 
in constant contact with people who are in positions of 
importance in the store, thus adding the spur of ambition 


to the man who has capacity by making him feel that initia- 
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tive in ideas on his part and efficiency in co-operation have 
a double chance of reward. 


THE INFLUENCE OF ADVERTISING ON MANUFACTURE 


The most evident function of advertising in relation to 
manufacturing industries is as part of the marketing 
process. It has, however, functions very much akin to 
those in retail merchandising, not only in its relation to the 
sales force of the manufacturer, but in relation to his em- 
ployees in the manufacturing business. Very often, in fact, 
the retail merchant may get more new ideas from consider- 
ing the advertising problems of the manufacturer than 
from studying the problems of a retailer in another line, 
and of course the advertising problems of the retailer are 
a definite part of the marketing problems of the manu- 
facturer. 

In the retail business the manufacturing and sales proe- 
esses are largely combined. It is true that there are 
manufacturing processes here which are not directly a part 
of the sales process, such as the buying of the goods, 
transportation, storing and shelving; but the most im- 
portant thing the store manufactures, often the only thing, 
is service, and the most important part of this service is 
that which the salesman renders the customer in the very 
process of sale. 

1. Influence Through House Organs.—House organs are 
maintained to secure more efficient service and a higher 
quality and greater quantity of output. They are used 
by organizations which have selling functions only, but 
their highest development has been reached when the same 
organization maintains a selling organization for disposing 
of goods which it manufactures. At times the house organ 
is conducted chiefly as a means of flattering the vanity of 
the heads of the organization, but normally the house organ 
either becomes a real influence for efficiency or it is dis- 
continued. In any event, it must answer the same test as 
‘any other factor, for unless the money so spent increases 
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the efficiency of the other factors more than they could be 
increased by the expenditure of that money in any other 
way, that particular house organ is economically unjusti- 
fiable. 

The pride of the workman in the organization to which 
he belongs is a highly important attribute from office boy 
to manager, and as regards the skilled workman, doubly 
important if it can be linked up with pride of craft. Espe- 
cially when under a minute division of labor there is little 
opportunity for the development of pride of craft in the 
individual, the house organ therefore performs a genuinely 
productive function if by pride in the product or in the 
plant which makes the product it secures the co-operation 
of workmen. 

As a remover of friction within the organization, many 
forms of activity, from baseball and dances to night school, 
have been developed; but the house organ is more inclusive 
in its scope and can assimilate and further any separate 
device from clambakes to shop committees. With all these 
possibilities it carries also possibilities of failure, for it is 
the spirit of the house organ which really counts; and 
if it fails in genuineness, if it is not interesting enough to 
be read by the force as a whole, and if it fails to secure 
the spirit of co-operation, it is of value chiefly as a means 
of impressing the buying public. 

This latter function of the house organ is ‘not as fully 
appreciated as it should be. It is a form of direct adver- 
tising highly effective because its most evident purpose 
is not to influence the buyer, and’therefore in the hands 
of a good salesman it gives an opportunity to boost the 
plant and its products by a new method of approach. In- 
deed, this phase of the house organ may justify expense 
which would be wholly unjustifiable if it were used for dis- 
tribution among employees only.. 

For salesmen and manufacturing employees alike it 
forms a point of contact with the more important men 
in the organization and with the dominant policies of the 
organization as a whole. It is almost impossible to reach 
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the rank and file of the employees with any serious spoken 
statement of the real policies of the organization, and if the 
house organ attempted it in formal fashion it would prob- 
ably fail to produce the desired results. But month after 
month of short statements by its officers and managers, 
month after month of commendation for work well done, 
month after month of boosting for the plant and the men 
who work in it and the product it turns out, these are the 
things which a sincere, aggressive, interesting house organ 
uses to develop a spirit of loyalty and co-operation. 

2. Influence Through Market Demands.—Advertising in- 
fluences the product of the manufacturer, first, through 
the reaction of the actual advertising upon the manufac- 
turing process, and, second, through the continued analysis 
of market demands. These advertising analyses are not 
merely preliminary to deciding on sales plans, but are a 
constant function of advertising as part of the process 
by which it enables the manufacturer and his sales force 
to meet competition. Sometimes this function of adver- 
tising is taken over almost wholly by the sales force, but 
there is an entirely valid reason why the sales force cannot 
do this work to best advantage and should not be en- 
couraged to do it at all. 

It is the business of the sales force to sell, not to make 
explanations; and when a salesman is falling down there 
is usually an explanation. This may be in the salesman’s 
own shortcomings, it may be in the shortcomings of the 
correspondence department of the manufacturer, it may be 
in his goods, and it may be in some new excellence i in the 
goods or methods of his competitors. Wherever it is, the 
salesman is not the man to make the analysis. Supposedly 
his talents lie along other lines, the functions for which he 
was hired. In special cases his knowledge of the customer 
may give him an advantage over the advertising analyst, 
but he and his salesman’s reputation are too much a part 
of the thing to be analyzed not to handicap him, no matter 
how great his honesty and zeal. 

In certain types of goods the service man who follows 
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the salesman gets truer impressions of the reasons for 
effective competition than the salesman himself, but any- 
thing as important as the study of competition is important 
enough to deserve capable investigators. It is the business 
of these investigators to discover any excellences in the 
products of competitors, either as actual utilities or as sell- 
ing points. It is also the business of these investigators to 
discover any defects in the sales system or the sales 
methods of the manufacturer himself. 

In this latter connection one of the entirely proper func- 
tions of the ‘‘better business bureaus,’’ now being organ- 
ized, and one which should more often be embodied in all 
such plans, is to give each member of the bureau a better 
shopping service on his own store than the sales manager 
can develop for himself. The sales manager may develop 
a very effective shopping service which will tell him with 
considerable accuracy what another store is doing, but the 
very loyalty inherent in the sales organization will keep 
him from finding out what his own sales force is doing even 
if he tries to do so through his shopping bureau. 

For this reason the shopping bureau should be wholly 
controlled by the advertising manager. It is not merely 
prices which induce customers to go to one store in prefer- 
ence to another. It may be courtesy, it may be sales skill, 
it may be the management of the customer after the sale 
is made, it may be that the other store is furnishing more 
interesting and useful information to its sales force; and 
it seldom happens that a man investigates himself success- 
fully whether he is a sales manager or a salesman. In 
retail stores and in manufacturer’s sales campaigns, there- 
fore, the function of investigation should never be left 
wholly in control of the sales manager; but if it is left 
with him alone the sales manager will do well to delegate 
a part of this function to a good advertising agency. 

_ 8. Influence Through Competitors—Advertising is a 

study of competitors quite as much as a study of the article 

to be sold. Imitation may be just as creative as some 

original idea, in fact unless the new is equal in quality to 
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the old, just good thorough imitation may be the intelligent 
course to pursue. Copy your competitor’s strong points, 
whether they be courtesy or local color, improve on them 
if you can, get rid of your own weak points, and make your 
organization and the personnel of your sales force tip the 
balance in your favor. This is the normal road to market- 
ing success on the part of the manufacturer. 

Few articles have outstanding and commanding superior- 
ities over the articles of competitors, and such superiorities 
as they have are not such as the average buyer can appre- 
ciate. Success is therefore largely a matter of marketing, 
and marketing is largely a matter of seeing how others have 
marketed their products and using the method more 
effectively than is usual.. Except that it is not so inefficient, 
marketing success is like success in administering a politi- 
cal office, only 10 per cent is theory and the other 90 per cent 
is administration. 

A wise business policy must allow for conflict of opinion 
within the organization as a condition essential to healthy 
growth. The office of the general manager should be a 
center where every conflicting opinion is welcome, so should 
the offices of the production manager and the sales manager. 
It is rarely the case, however, that the general manager is 
so closely in touch with what his competitors are doing, and 
with market conditions, that he can hold the balance be- 
tween the production and sales departments without the 


aid of just the type of service which the advertising inyesti- | 


gator can furnish him. 


Summary—Without considering the analysis function — 


which precedes and helps determine the sales plans and 


business policy, the most important third of advertising is . 


its effect on the organization before it appears in print. 


The second third in importance is its effect on the organiza-_ 


tion after it has appeared in print. The least important 
third is its effect on the consumer. All sound advertising 
policy is founded on these three facts, and one great reason 


why so much of the money spent on advertising is wasted 
is that those who have the control of advertising believe — 
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that this least important third is the chief function of ad- 
vertising. . 


PROBLEMS 


“Comparatively few retail salesmen use their brains during a sale, 
fewer use them after a sale, and fewer still both before and after a 
sale.’ How can a proper use of the advertising process help remedy 
this situation ? 

“Byery skilled laborer is both laborer and capitalist. He gets wages 
for his present efforts and interest and profits on his accumulated 
ability. If more of them recognized that their wages as mere wages 
could never rise far above those of the brainless, careless type, more 
of them would get busy accumulating capital in the form of ability and 
capacity for responsibility in order to get the interest and profits part 
of wages which mark off the wages of the skilled from the wages of the 
unskilled.” To what extent can advertising help accumulate this per- 
sonal capital for the employees? 

Advertising has been called salesmanship on paper. Can this be true 
and yet a poor salesman be a good advertising man? 

Why is it an administrative error to pay an advertising manager less 
than the heads of departments? 

Granting that the services of an advertising agency are made use of, 
even to the extent of having all the copy written by the agency staff, 
why is it essential for both retail store and manufacturer alike to main- 
tain an adequate advertising department? 


REVIEW PROBLEMS 


To which class of goods (Chapter I) does advertising belong, and what 
has this to do with the fact that buyers of advertising often act far 
from intelligently ? 


. Marketing had an evident influence in helping to bring about at least 


one of the four great economic revolutions. Of which revolution 
(Chapter IV) would you say it was a dominant cause and of which ones 


a contributing cause? 


In the four factors of production and their marketing functions, as dis- 
cussed in Chapter II, no one of the factors can be said to be more 
necessary than the others, since all are absolutely necessary; yet the 
great rewards in marketing go to one of these factors rather than to 


allalike. Why? 


Referring, if necessary, to Chapters IV and X, state the reasons why 


there can in normal times be no such thing as a permanently favorable 


balance of trade. What things do the mercantilists of to-day fail to 
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_ take into consideration when they attempt to prove that such a balance 


4, 


of trade actually is maintained in favor of a given country? 

There are four kinds of utilities—elementary, form, place, and time. 
When will each of these have value? Show the relation of these utili- 
ties to those who produce them from the time the potato is planted until 
potatoes are served on the table, naming the producers of the different 
kinds of utilities and showing why each added utility must add to the 
price of the potatoes. (Remember that the mere addition of a utility 
does not necessarily add to price.) 

In 1922 the Federal Trade Commission summoned the National Biscuit 
Company before it to show they should not be ordered to quote the same 
prices to a group of stores buying co-operatively as they gave chain 
stores under one management. Consider the fact that the co-operation 
promised by the chain store as to uniform shelf space and selling was 
under authority co-operation and that the buyer for the co-operatives 
had no way of forcing any such selling co-operation. Does this in itself 
make any difference with the price paid? 

In this same case the co-operatives wanted the individual stores to be 
responsible for payment—that is, they gave no collective guaranty of 
either ultimate or prompt payment. What added cost, besides separate 
billing, is involved in selling them? 
What harmful motivations, to the co-operators themselves, are involved 
in their agents trying to make out a case against the manufacturer? 


CHAPTER XXXI 
ADVERTISING AS AN INFLUENCE ON THE CONSUMER 
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NATIONAL ADVERTISING AS AN INFLUENCE ON THE CONSUMER 


Narttonau advertising is a part of the whole marketing 
process which is completed when the retailer sells the con- 
sumer. In proportion as it most perfectly fulfills its func- 
tion, national advertising, therefore, influences both retailer 
and consumer. It influences the consumer by educating him 
as to the quality and reliability of the goods advertised. It 

‘influences the retailer by making him feel the advantages 
of selling nationally advertised goods. The better worked 
out the sales plan is the more assistance is given the re- 
tailer, sometimes by window displays, sometimes by dis- 
tribution of samples, but always by assistance in the 

-retailer’s sales plans. This in no sense denies the very 
real effect upon the consumer of national advertising, but 
rather recognizes that this effect has economic value for the 
advertiser only in so far as the process is completed in 
which the retailer must play the most prominent part. 
National advertising is the spectacular part of adver- 
tising, the way in which money is spent in such sums as 

~to dazzle the popular judgment, and in popular opinion it 
is so widely used because it creates a direct point of con- 
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tact between producer and consumer. We have seen, how- 
ever, that the fundamental function of advertising is to 
further co-operation all along the line from manufacturer 
to consumer, inclusive. The old idea that many had of 
the function of national advertising was that it so influenced 
the consumer that he forced the retailer to co-operate with 
the manufacturer. This old idea has, however, been sup-. 
planted by a newer conception, and the old phrase consumer 
demand is giving way to two phrases which more truly 
express what national advertising can hope to accomplish 
—consumer acceptance and dealer co-operation. To real- 
ize why this change has come about it is only necessary 
for students of marketing to understand just how national 
advertising is properly related to the general sales plan. 

1. National Advertising as Creating Consumer Demand. 
—The retailer who really understands his business knows 
perfectly well that very little insistent consumer demand is 
created by national advertising. It is true that the sales- 
man for a new breakfast food sometimes shows the grocer 
the advertising in some national magazines, tells him that 
samples and coupons are going to be distributed in his 
town, and that the only way to hold his trade will be to 
stock up with the advertised article. It is a pretty poor 
grocer, however, whose customers are going to leave him 
for a coupon or even to purchase a new breakfast ii 
which they like. 

Where the advertising is for mail-order goods the c con- 
sumer is reached directly, but when it comes to creating 
consumer demand which will be so insistent as to go from 
store to store and take no substitute, no such claim can 
properly be made for advertising. After an article is well 
established, advertising can do much to keep the consumer 
demand insistent, but even here the skillful salesman can 
generally sell a substitute, especially if he has the adver- 
tised article on hand and is careful to speak well of it. It is 
hard for a grocer to sell something else instead of Ivory 
soap, but it is by no means impossible if he has a soap he 
. ean recommend and one which gives him enough more profit — 
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or his customer enough more service to make it worth his 
while to make the effort. 
About the maximum intensity of consumer demand which 
the most effective national advertising can hope to create 
is to get the customer to make inquiries for the article. 
This is in itself no inconsiderable service to the retailer, 
as it brings him a customer well disposed toward an article 
he has for sale. The sale is easier and doubtless many more 
sales are made just because the stimulation of national 
advertising is continually making consumers realize the 
wide variety of things they want. So also if consumer in- 
quiries come to the retailer in sufficient volume, he will put 
the article in stock in case he does not already have it, 
though a national advertising compaign of sufficient volume 
to produce many inquiries will normally be accompanied 
by adequate distribution. As for really insistent consumer 
demand, however, this can be secured by advertising only 
by persuading the customer that the article is in a class 
by itself and that there are no substitutes ; and most of such 
advertising is illegitimate, generally of the panacea medi- 
cine type. 
2. National Advertising as Point of Contact for Sales- 
men.—The great function of national advertising is to 
provide point of contact for salesmen, first the traveling 
salesmen who deal with the wholesalers, then the salesmen 
who deal with the retailers, and finally the clerks who deal 
with the consumer. The first-class salesman recognizes 
this function and never tries to make the retailer feel that 
national advertising is a club held over his head. Instead, 
he points out frankly to the retailer that all this national 
advertising is largely wasted except as retailers take ad- 
vantage of it to call to the mind of their customers by their 
own advertising or their own display the goods for which 
national advertising has created a favorable impression. 
_ Stand for half an hour by the counter where tooth paste 

is being sold and a little tactful inquiry from people who 
have bought will bring out the following facts: (1) Practi- 
ally no one asks for a specific tooth paste and takes it 
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without considering others unless he himself or a friend has 


already tried it. (2) The tooth pastes easiest sold are the — 


well-advertised brands, that is, the ones with whose names 
the buyer is familiar. (3) An unknown tooth paste may 
attract by the carton or tube, but the buyer wants the assur- 
ance of the clerk before he will purchase it. 

National advertising creates confidence largely because 
confidence is the result of pleasant associations, and the 
pleasing advertisement, whether appealing in words or 
illustration, leaves a pleasant impression on the mind. Eiven 
when this impression is caused by the mental decision that 
the article is excellent, however, very few will be able to 
give a reason why it is so excellent or in what respect it 
excels. For the retailer this feeling of confidence is a 
decided asset, and interior display is largely to call to mind 
the dormant memories of such pleasing impressions. — 

The proper relation of national advertising, the adver- 
tiser’s sales plans, the retailer, and the consumer is some- 
thing as follows. The analysis is made of the market, coy- 
ering at least the various types of analysis mentioned in the 
preceding chapter, and the function of advertising in the 
sales plan is determined on. Next, this advertising must 
be sold to the salesmen; then they must sell it to the retailer 
—that is, make the retailer see how it will help him; and 
finally the retailer must build his own sales plans for that 
article so as to take advantage of the favorable impressions 
which his customers have received through national adver- 
tising. Sometimes the retailer’s plans will include adver- 
tising of his own, and sometimes only interior display, but 
as a rule the national advertiser should and does recognize 
that except as he secures the co-operation of the retailer 
his national advertising is wasted. 

With such co-operation, however, national advertising 
may be highly productive in the best sense not only by 
lessening the sales expense of the manufacturer and jobber 
and retailer, but by decreasing manufacturing costs through 
increased volume and steady market flow. The retailer 
‘wants to sell things his customers will buy readily and be 
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satisfied with, and the experience of retailers has taught 
them that it is easier to sell nationally advertised articles 
unless the reputation of their own store is so high with 
their customers that the store guaranty supplies customer 
confidence. The manufacturer recognizes that he must 
maintain the quality of a nationally advertised article in 
order to maintain its prestige and the confidence of the 
retailer and consumer. In many cases also the pride of 
the manufacturer in his product and the pride of the mer- 
chant in his store is a still more vital stimulus than profit 
in maintaining and improving quality. 


‘RETAIL ADVERTISING AS AN INFLUENCE ON THE CONSUMER 


Many errors in advertising result from the assumption 
that the function of retail advertising is merely to bring 
customers to the store who would not have come if they had 
not seen the advertisement. In many cases, it is true, test- 
ing advertisements with reference to their direct pulling 
power may be worth all it costs, for direct pulling power 
is one of the functions of some types of advertising and 
it is important to know how well it is fulfilling this func- 
tion. It is undeniable, however, that the tendency to judge 
the effectiveness of advertising only by the direct returns 
is responsible for a great deal of illegitimate advertising. 

When is a sale at cut rates a legitimate type of business? 
In some way it must benefit both merchant and customer. 
If, then, there is an actual cut in the price of the goods 
advertised without any reason except that it is part of the 
advertising policy of the store, the chances are that in the 
long run both the merchant and the customer lose money by 
the process. Such advertising practice normally results in 
buying goods to be used for this purpose, goods off quality 
or just enough out of style in another section to allow of 
purchase at prices which will give a profit even when sold 
at cut-rate prices. Moreover, if goods are actually sold 
at less than normal profit in these sales, that store must 
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normally make up this amount by charging higher prices on 
other things. 

Advertising is legitimate when it lowers selling price ey . 
lowering selling costs. Cuts in prices can be justified when 
the merchant has actually overstocked and takes an early 
loss rather than risk waiting till the close of the season. 
They can also evidently be justified at inventory time or at 
the close of the season. To follow either practice, however, 
as a means of disposing of large quantities of merchandise 
year in and year out is illegitimate merchandising, for it 
involves robbing the customer who purchases goods in sea- 
son by charging him a price high enough to make up for 
the sale-price loss. More than anything else this vicious 
practice of cut-price sales has been responsible for the 
increase of selling costs in the last twenty years. 

As an influence on the consumer, retail advertising is in 
the main of the same general type as national advertising. 
Its great function is to give the store favorable considera- 
tion in the mind of the customer when he starts out to buy 
something which that store carries. To bring a new cus- 
tomer to a special sale is a legitimate way of securing this 
favorable consideration unless it falls under the same 
head as the expense account of the old-time salesman who 
bought liquor for his customer until his customer had so 
far lost his judgment as to allow the salesman to get his 
money back, and a good profit, in the goods sold or in the 
prices. In other words, special advertising to draw the 
customer into the store on a given day for a given purpose 
is generally open to question, and though many specious 
reasons may be given for the special sales at early morning 
hours when the clerks would ordinarily be more or less 
idle, these sales also can seldom bear investigation. In 
such cases the cost to the consumer is not merely the money 
cost, but the time cost, and even on the part of the merchant 
goods will normally be sold at less cost if the customer is 
allowed to let his wants accumulate somewhat rather than 
if he is induced to come unduly often. Neither is the plea 
that the customer will buy a greater total if he comes 
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_oftener very sound as measured either by theory or by 
practice. The amount he spends is limited by his income, 
and those especially moved by advertising generally spend 
all their income and have a long list of additional things 
they want. 

On the other hand, although this practice is a general evil, 
many stores which recognize its wasteful character feel 
compelled to do their share of this type of advertising in 
order to get their share of customers who are attracted 
by special bargains. Practically, the matter resolves itself 
into a question of how little of this sort of advertising the 
store dare do and how much it dare not do without getting 
a reputation for so many sales as to throw doubts on the 
values offered at regular prices. For the man desirous 
of doing a legitimate business it is the lower limit only 
with which he is concerned, and an increasing number of 
stores are avoiding advertising cut prices. 

1. Retail Advertising to Gain New Customers.—The new 
customer is drawn to the store primarily by old customers 
and the general reputation of the store. A second factor 
often overlooked is the fact that mere chance brings a sur- 
prising percentage of customers to fhe store for the first 
time. Mere chance in passing by, plus window display, 1s 
the second great resource of the store too small to do ea- 
tensive advertising, and it is probably a greater source of 
“new customers than their special-sale advertising even with 
stores which use this method freely. 

For purposes of attracting new customers, the adver- 
tising which the store controls—that is, omitting the ad- 
-vertising of satisfied customers, may be divided into 

advertising in outside mediums, advertising through win- 
‘dow displays and advertising through its clerks when they 
are not at the store. This last phase is less intelligently 
utilized than the others, though even the most obtuse 
-merchant who hires a clerk employed by a competitor con- 
siders as part of his advantage the customers who will fol- 
low the clerk. The window-dressing phase of advertising 


is, however, coming into perhaps even greater comparative 
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importance than it deserves, for in many of the better stores 
the window dresser receives higher wages than the adver- 
tising manager. The reason for this is in part the scarcity 
of good window dressers and in part the large amounts 
involved in window-space rent value and in the goods used, 
but in part it is because the manager too often regards 
advertising primarily in its narrower aspect of bringing 
in customers for special sales or at best as merely passing 
on to the public news really created by some one more 
important than the advertising manager. 

The most effective use of advertising to gain new cus- 
tomers is the use of advertising to build up the reputation 
of the store. It is not the special-sale advertisement alone 
which should be given credit for drawing to the store even 
the customer who mentions the advertisement. Behind 
that advertisement almost necessarily there must be some- 
thing to make the customer believe it. Single advertise- 
ments rarely inspire confidence, for confidence is a matter 
of growth. The best that a single advertisement can hope 
to do with respect to new customers is to crystallize this 
growing feeling of confidence into a decision to visit the 
store through price or quality motivation; and price apart 
from quality motivation is seriously handicapped. 

2. Retail Advertising to Hold Old Customers.—The great 
function of retail advertising in direct relation to customers 
is not to gain new customers, but to hold old customers. It 
is a well-known thesis of business that the first sale is more 
apt to be a loss than a gain—that is, that the time and 
energy and money required to get the customer to come 
into the store and make his first purchase is more than the 
store makes through this sale. This is especially evident 
if he is brought in by cut-price sales which must be made 
up for by other sales and are therefore subject to the ac- 
cusation that cut-price sales are methods of victimizing 
regular customers for the benefit of special customers. 
Nevertheless, it is evident that the regular customer is the 
store’s real source of gain and this alone should make it 
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evident that the great function of advertising is to develop 
regular customers and retain them. 

Perhaps one phase of this might receive more attention 
than it does, for one of the most effective ways to hold old 
customers is to enlist their interest in the store as a whole. 
Certainly an old customer who can be induced to speak well 
of the store to possible new customers is doubly valuable, 
and for this reason alone the special advertisement fails 
in an important respect if it does not advertise the store 
policy convincingly or in some other way strengthen the 
bonds which bind to the store the old customer who is not 
just then interested in the goods advertised. Unfortu- 
nately for intelligent management, the assumption is all 
too current that an advertisement is to be tested by how 
many people it brings into the store at once, and not by the 
general effect which it has on the reputation of the store 
and on customers who come when they are in need of some- 
thing definite and who are moved only occasionally by 
special advertisements to make a special visit to the store. 
As a result the advertising manager feels unduly con- 
strained to write, not the type of advertisements which will 
in the long run have the best effect, but advertisements 
which will bring customers to special counters the next day. 


THE INCOME STREAM FROM ADVERTISING 


Bvidently the advertisement which produces results the 
next day only is inferior to advertising which produces 
results the next day and also creates an impression which 
brings old and new customers to the store on later occa- 
sions. Some magazines which are devoted to foreign trade 
will not only refuse to accept advertisements for short 
periods, but will warn the advertiser that no immediate 
results can be hoped for. In case of opening new territory, 
in fact, we have just a special application of the theory that 
the first sale costs more than it produces and that adver- 
tising is to be measured by its effects in the long run rather 

than by immediate results alone. The different aspects 
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of advertising with respect to the proper standards of judg- ) 
ing it may, therefore, well be considered under the account- © 
ing aspects which attempt to make clear where and how 
the advertiser expects to get back the money he spends in 
advertising. ) 

1. Advertising as Deferred Expense-——When a certain 
new food product was to be placed on the market, over 
$150,000 was spent on advertising before a single can was 
offered for sale. Evidently the manufacturers did not ex- 
pect this to bring in immediate returns, but regarded it as 
a present expense which would later on prove profitable. 
At the end of the year when the books were balanced this 
amount would be regarded as an asset, as something for 
which they had paid money and which was still worth the 
money paid for it, though it had not brought in a single 
dollar in sales. Likewise the money wisely spent in ad- 
vertising while a merchant is building a store is just as. 
truly an asset as the value he is putting into the store 
building. , 

Perhaps one more case should be added to make clear 
the nature of advertising as deferred expense. We will 
Suppose a man desires to build up a store very rapidly, and 
knows that if he spends over a given sum on advertising he 
cannot get it back that year out of the selling price of the 
goods on account of the selling price being practically fixed 
by competition. For the sake of enlarging the business 
rapidly, nevertheless, he may spend as much money on 
advertising the first year as he expects to spend when the 
business is larger, and charge one fifth of this extra amount 
to each of the next five years. This extra amount, then, is 
deferred expense, and should be carried on the books as an 
asset from which returns are expected sometime but not 
during the present accounting period. i 

For a manufacturing concern during the development — 
period, usually, at least, for the first two or three years, 
most of their advertising is of the deferred expense type; 
and there is little doubt of this being an entirely legitimate 
part of the process of production in its marketing aspect. 
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It is a way, and often the cheapest way, of overcoming 
market inertia and preparing the way for salesmen. In 
the retail business it is subject to a more definite limitation 
as a matter of business wisdom, for the amount by which 
a merchant exceeds the advertising which his present sales 
will carry ought not to be so great that his advertising 
will have to be reduced in succeeding years. 

2. Advertising as Sales Expense.—The normal advertis- 
ing of a business which is past the development stage is a 
part of sales expense, and the test is purely whether the 
money so expended enables the merchant or manufacturer 
to sell proportionately more goods. In so far as the amount 
to be spent on advertising is concerned, it is evident without 
appeal to the law of diminishing returns that not so little 
should be spent as to produce practically no effect and not 
so much should be spent as to be out of proportion to that 
spent on other selling expenses. 

Generally, however, the principle of diminishing returns 
may well be invoked to steady the judgment developed by 
general impressions. In some cases, as in mail order, 
advertising is a complete substitute for other sales ex- 
penses, up to the point of filling orders. In other cases the 
advertising may be of a purely perfunctory character 
intended merely to satisfy the manager that he is doing a 
little advertising. In most businesses, however, where 
advertising is a real factor in the sales process and the 
sales force is the other dominant factor, a very real problem 
in management develops. This problem is all the more 
difficult because the effect of advertising must be measured 
_ over a considerable period, certainly in the retail business 
over a period of at least three years. The principle, how- 

ever, is apparent, for the cost of his goods is pretty well 
determined in the markets from which he buys, and the 
selling price is pretty well determined by local competition. 
The problem therefore in the main resolves itself into what 
proportion of his selling margin can best be devoted to 
advertising and what proportion can best be devoted to 
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other sales expense. In other words, what is the proper 
proportion of advertising and other sales expense? 

The answer to this question varies widely. In twenty 
of the great department stores in the United States the 
lowest advertising cost was under 2 per cent of that store’s 
total sales and the highest about 5 per cent. In a compari- 
son of shoe dealers in one of the largest cities the store 
showing the second highest profit, a store of considerable 
size and prominence, had no advertising expense at all, 
the show windows not being regarded as advertising, while 
the dealer showing the greatest percentage of profit for 
the period had spent over 8 per cent of his total sales in 
advertising. The problem of management is to make the 
most effective combination, and this is determined not by 
any arbitrary relation between wages and advertising 
quantities, but also by the relative prices of these factors 
and by the general policy and character of the business. 

3. Advertising as Secret Reserves.—The excess-profits 
tax has brought into prominence a special accounting treat- 
ment of advertising which is really regarded as at least in 
part deferred expense, but not so recorded on the books. 
In the early years of the normal enterprise it is customary 
to charge to deferred expense any advertising which does 
not show results during the year, but which will bring 
results later on. For by recognizing it as an asset the real 
facts of the business are shown, since it is not a loss, but a 
purchase of a valuable factor for future sales production. 
After the business is well under way, however, and is 
making enough money to declare dividends, it has been a 
common practice to invest more money in advertising than 
could legitimately be charged to current sales. By doing 
this and building up future business those in control were 
able to manipulate market values, the books showing lower 
dividends and less increase of surplus than would be the 
case if advertising intended to produce future business 
were charged to deferred expense. 

An extension of this method came into vogue with the 
~excess-profits taxes. Companies with surplus earnings 
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invested far more in advertising than they would under 
normal conditions, feeling that if they did not spend it 
the government would get a considerable percentage of it, 
and that if they did spend it they would get returns on it 
in the future when possibly the excess-profits taxes would be 
abolished. The folly and crookedness of this sort of reason- 
ing should be apparent to anyone. Quite apart from their 
willingness to rob the government, many corporations 
stupidly robbed themselves also by spending money for ad- 
vertising which was sheer waste, robbing themselves of the 
share of the profits which the tax would not have taken. In 
many cases, however, the value of products is largely due to 
their prestige in the market, and in such cases the real as- 
sets of the company may consist of marketing values cre- 
ated by advertising. 

If a company is able to capitalize its income and not only 
issue stock for $25,000,000, but pay dividends on it, though 
its material assets are worth only $1,000,000, or ne than 
its annual dividends, it is evident that it has some source 
of differential gain or that it has immaterial assets. More- 
over, as the policy of such a company will normally be to 
spend more and more on advertising to maintain ‘and if 
possible increase its marketing advantages, such amounts 
can scarcely be charged to deferred expense and will there- 
fore constitute a secret reserve—that is, an asset which the 
books will not show, but which will be sooner or later evident 
in dividends and in the market value of stock. 

Summary.—Advertising has other and more important 
functions than its influence on the consumer, and its influ- 
_ ence on the consumer is chiefly of value in proportion as 
it performs these other functions. Its influence on the 
consumer is seldom so marked as to create an insistent 
demand for an article never used by that customer or one 
of his immediate friends, but consists rather in preparing 
the ground for the salesman and to a certain extent in 
_ bringing the customer to the salesman. _ 

_ The greatest function of retail advertising so far as 
its influence on the customer is concerned is in creating 
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reputation and friends for the store. Its relation to old 
customers is, therefore, more important than its function 
of bringing to the store customers who come for the first 
time. Only by keeping this in mind will the management 
direct its advertising aright by seeing that even in special 
sales the chief function of the advertisement is to make and 
keep friends for the store. 


PROBLEMS 


1. In gathering material for advertisements, what errors of method are 
apt to arise from any assumption that the sole pune of the adver- 
tisement is in its influence on the consumer? 

2. Why is consumer comment undependable as an index of the effective- 
ness of the advertisement even as to its effects upon consumers? 

3. What are the effects especially to be striven for in national advertising 
in addition to the creation of familiarity on the part of the consumer 
with the product? 

4. A new company which has been doing business one year, manufacturimg 
and selling a patented article, must show a loss of $25,000 unless some 
of the money spent for advertising is inventoried as “Deferred Ex- 
pense.” On the other hand, if all the money spent on advertising, 
$50,000, is treated as an asset under the head of Deferred Expense, 
the company can declare a stock dividend of 10 per cent. Discuss what 
the company should do, in your opinion, in such a case, assuming any 
additional facts you may think necessary to make clear the basis of 
your judgment. 

5. Discuss the proper relation of old customers and new so far as deter- 
mining the advertising policy is concerned, assuming the case of a 
specific store known to the class. 


REVIEW PROBLEMS 


1. “As long as the majority of boys between the ages of fifteen and twenty ql 


believe that they are going to make a success of life under our present 
order, there is little likelihood of socialism gaining the upper hand 
among English-speaking peoples.” On what grounds is this claim 
made? These people cannot even vote, much less be leaders. 

2. “Keep-the-dollar-at-home campaigns not only induce merchants to use 
money for this type of advertising which might better be expended for 
other types of advertising, but often strive to violate the fundamental 
price-fixing forces.” Explain. 

_ 3. Make out a list of things which the United States cannot produce which 

you regard as most essential to our welfare, and show why the oppor- 
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tunity to secure these things from abroad is the most important advan- 
tage we derive from foreign trade. 

In the very nature of self-interest, in spite of the answer to the pre- 
ceding problem, many people in the United States will tend to keep on 
believing that the great advantage of foreign trade is to enable us to 
sell goods to foreign countries. Make out a list of the people who will 
tend to retain this attitude toward foreign trade. 

What advantage might a subsidy have over a protective tariff as a 
means of protecting home industries from foreign competition in the 
unsettled conditions following a war? Why would it be easier as a 
rule to get a special tariff bill passed under these circumstances even 


_ if the subsidy were a more desirable way of handling the situation? 


CHAPTER XXXII 
THE ECONOMICS OF TURNOVER 


INCREASING PRoFiTs By TURNOVER 
Increasing Turnover by Decreasing Stock 
Increasing Turnover and Maintaining Stock 
Maintaining Turnover and Increasing Stock 
RELATION OF ADVERTISING TO TURNOVER 
Available Margin for Increasing Turnover 
Advertising Control of Factors Influencing Turnover 
TURNOVER AS GUIDANCE IN EFFriciENT MERCHANDISING 
Selling Costs and Gross Margin in Turnover 
Function of Turnover in Determining Salaries 


INCREASING PROFITS BY TURNOVER 


Tere are three evident sources of increased profits, 
decreasing cost, increasing volume, and increasing selling 
price. All types of effort for turnover strive for the first, 
and some types strive for the second also, while it is the 
general assumption that the third source of increased 
profits cannot, as a rule, be resorted to without checking 
the other two at least so far as turnover is concerned. This 
latter is not necessarily always true, since buying is some- 
times motivated by higher prices; but in the main it is 
true that turnover increases profits only by the first two 
methods. 

It has seemed advisable to contrast somewhat sharply 
the methods of estimating gain by turnover. In part this 
contrast seems important because so much of what is sent 
out by the government stresses the least important function 
of turnover, increasing turnover by decreasing stock, and 
this fact is reflected in much of what appears in trade 
journals on the subject. In part it seems important because 
advertising is used to best advantage in securing the other 
and more profitable types, increasing turnover and main- 
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taining stock, and maintaining turnover and increasing 
stock. 

To understand the following table one needs to read it 
in conjunction with the discussion of the three types of 
turnover, but the two principles involved are relatively 
simple: (1) Any item of expense which is connected with 
the volume of capital involved will be decreased if stock 
is decreased, remain the same if stock remains the same, 
and be increased if stock is increased. (2) Items which 
are related to volumes of sale will be decreased in percent- 
age only if volume is increased. 


SELLING Costs I II Ill Iv 
Nonsalary items: 
LOTS 75 Scar nea 3 3 
Midvertisine) <oiiick hse ce 2 2 2 2 
Taxes and insurance....... 1 1 
REECE ES int ain ¢ bts hice bysiorens 2 2 
Se ee if al 0.5 0.5 
Depreciation and repairs... 1 a 
WEINVery Pets iac sc cls eb ere cas es 1 a) 0.5 0.5 
nclASSINEd Ns). oo. o's eee ss. 2 2 2 
nS 9 3 9 
Salary items: 
PNGIIIEVALI PE ieiesahs ioc esr’) ole sexe « 4 4 
HETIVAUNCEUERE ys escc isles vise y vie store « 2 2 0.5 0.5 
Direct selling.............. 6 6 a 3 
Indirect selling............ i i 0.5 0.5 
13 13 4 4 
Total selling costs..... 26 22 7 13 


Column 1, assumed normal spread for three turnovers. 

Column 11, percentage of selling cost per dollar sold in extra turnover 
if turnover is increased, but volume of sales remains the same—that is, if 
turnover is increased by decreasing stock. 

Column i111, percentage of selling cost per dollar sold in extra turnover 
if this extra turnover represents additional sales—that is, if the same stock 

_is maintained and the extra turnover secured by added volume of sales. 

Column tv, percentage of selling cost per extra dollar sold if there is 
no change in turnover, the extra volume being secured by maintaining the 
same turnover but increasing stock. 
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The table assumes a typical spread of percentages for a 
business now having selling costs of 26 per cent and having 
three turnovers. This spread is shown in the first column. 
The column marked u shows the costs for an additional — 
turnover if that turnover is secured by decreasing stock 
and maintaining volume, it being assumed that the three 
turnovers already secured carry the percentages of selling 
expense as in the first column. The division of the table 
into two parts, nonsalary and salary selling costs, is chiefly 
for comparison and ease of reference. 

1. Increasing Turnover by Decreasing Stock.—So far as 
its direct results are concerned the importance of increasing 
turnover by decreasing stock is, as a rule, greatly over- 
estimated. Its chief direct Saving is in the amount of 
capital used, and this shows itself in the items interest and 
taxes and insurance. Interest should, of course, be reck- 
oned as a cost whether the capital is owned or borrowed, 
but the 3 per cent thus saved when distributed among the 
four turnovers means that these two items which were 
originally 3 per cent of the total sales have been reduced 
only to 214 per cent. In fact, if we add in the 1 per cent 
saved on depreciation and repairs, which saving is a 
by-product rather than a capital saving, we find that - 
increasing the turnover by decreasing stock has reduced 
selling costs from 26 per cent to 25 per cent, a saving, of © 
course, but no such saving as increased turnover suggests 
to even the nonbusiness mind. : 

The real advantages, or perhaps we had better say the 
more important advantages, which come from an effort to 
increase turnover by decreasing stock are more in the 
nature of by-products of the effort, and result not from 
this type of increased turnover, but from efficiencies 
brought about in the process. The average merchant is 
notoriously careless in allowing stock to accumulate, in 
not keeping his stock fresh, in not watching his credits and 


1In each case the table assumes one change and one only. It is, of course, 
possible that change in stock may be accompanied by change in rent, but the 
_ ‘table assumes conditions which will show most clearly the basic principles — 
involved in turnover. 
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_ his discounts, and in waiting to the end of the year to find 

out what his profits are. Anything which tends to keep 
_ him watching such details is almost sure to result in greater 
efficiency. 

Striving to buy goods which will increase his turnover 
will almost necessarily make him buy goods which will sell 
more readily, and thus increase not merely his turnover, 
but his sales. It may even lead him to increase his stock as 
a means of increasing his sales, in spite of the fact that he 
started in to increase his turnover by decreasing his stock. 
These comments should not be interpreted to imply that 
there are no occasions when the vitally necessary thing 
is to decrease stock, for there are such situations, but it is 
highly important that the student of turnover should see 
that turnover has its importance primarily as a means of 
securing greater volume. In other words, the effort to 
secure turnover, unless the stock is disproportionately 
large for the business the man does, has its chief advantage 
from tending to increase volume and so passing from the 
comparatively slight advantages of Column 1 to the more 
marked advantages of Columns m and rv. 

2. Increasing Turnover and Maintaining Stock.—A still 
more startling case for the possible advantages resulting 
from this type of increased turnover could in fairness be 
made out. The table assumes, however, that advertising 
has increased in proportion to volume of sales, and that 
some additions to the sales force have been made. Very 
evidently, however, the rent, taxes, interest, and the non- 
buying salaries of the store remain the same. With a more 
‘rapid turnover, depreciation will probably be even less as 
a total for the new four turnovers than for the previous 
three turnovers, and the general group of unclassified 
expenses will not change materially in totals. 

Total selling salaries (direct and indirect) were 7 per 
_ cent per turnover, or 21 per cent of the value of the average 
stock. An added turnover increases the sales volume one 
‘third and the allowance in the third column of 314 per cent 
‘increases the selling salaries one sixth, making the total 
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selling salaries for the four turnovers 2414, or 6 per cent 
per turnover, instead of 7 per cent. The allowance for 
additional buying salaries implies primarily that in the 
speeding-up process the buyers or assistant buyers may 
spend more time on the purely buying‘and stipervision side. 

By maintaining the stock and increasing the turnover 
from three to four, we may say that the additional turn- 
over costs only 7 per cent, all other expenses having been 
met by the margin of expense on the previous three turn- 
overs. It is perhaps better, however, to consider the gain 
as coming from a reduction of selling expenses on the total 
volume sold, and to see what this reduction is we take three 
turnovers at 26 per cent, add the 7 per cent of the fourth 
turnover, and divide by four. We thus see that securing 
an extra turnover reduced selling costs from 26 per cent 
to 21 per cent. 

Any such: reduction is revolutionary. If the average 
gross margin was 28 per cent, the store was making 2 per 
cent turnover, or 6 per cent per year. With no change in 
mark up—that is, without changing price to the consumer, 
an added turnover gives the store 7 per cent profit per 
turnover, or 28 per cent per year. This represents the type 
of efficiency which rewards the entrepreneur without 
infringing on the rights of the consumer. In fact, the 
increased turnover would almost necessitate more intelli- 
gent service to the consumer as a means of increasing the 
volume of sales. 

Finally, let us compare the profit to be gained by an 
added turnover secured while maintaining stock with the 
profit that results from securing the added turnover by 
decreasing stock. Assuming the same gross margin of 28 
per cent, we have seen that the turnover secured by main- 
taining stock reduces selling costs to an average of 21 per 
cent, increases net profit per turnover from 2 per cent to 
7 per cent, and net profits per year from 6 to 28 per cent. 
If.the added turnover is secured by reducing stock while 
merely maintaining the previous volume of sales, the sell- 
‘ing costs are reduced from 26 per cent to 25 per cent, thus 
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increasing net profits per turnover from 2 per cent to 3 
per cent and net profits per year from 6 per cent to 12 
per cent. Important as the gain is which comes from 
increased turnover secured by decreasing stock, an added 
turnover secured while maintaining stock results in nearly 
four times as much gain in yearly profits, the gain in one 
case being from 6 per cent to 12 per cent and in the other 
from 6 per cent to 28 per cent.’ 

3. Maintaining Turnover and Increasing Stock.—Though 
this does not assume any increase in turnover, it does 
assume an increase in volume of sales, and the comparison 
of the two methods of increasing turnover should have made 
it evident that increase in volume is the most effective way 
not only of decreasing costs per unit, but of increasing 
total profits. It would follow from’this that the still greater 
volume secured by not only increasing stock, but increasing 
turnover, would result in still greater increase in net profits 
in dollars; but the figures and assumptions involved in 
adding still another column seemed to make out of the 
comparatively simple table we have here something need- 
lessly complex. A consideration of the fourth column, 
however, should make the importance of volume over mere 
turnover as such unmistakable. 

Suppose, then, that instead of reducing stock one fourth 
and so securing an added turnover, as in Column u, or that 
by maintaining stock and increasing sales one third an 
added turnover is secured, as in Column m1, the stock is 
inereased one third and the turnover maintained. This 
means that the sales have increased in volume one third 
and that such items of expense as depend on value of stock 
have increased proportionately. Items that depend upon 
volume of sales have also increased, though probably not 
in the same proportion as is generally assumed in the non- 


21It should perhaps be noted, in passing, that so far as gain in dollars is 
concerned the contrast is even more unfavorable to the method which gains 
the added turnover by decreasing stock. The former gain was 6 per cent of the 
original stock, but the 12 per cent per year is on only three fourths of the origi- 
nal stock or 9 per cent on the original stock, a gain of only 3 per cent as 
measured in dollars. 
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salaried items to avoid fractions and to avoid details neces- 
sary to explain assumptions on which reductions might be 
based. 

The evident savings here are in rent, which does not 
change, and in salaries. It is assumed here also that the 
nonbuying salaries have not changed, and that the added 
volume results in the same changes in other salaries in 
Column tv as in Column im. Thus the selling costs of the 
added volume are 14 per cent instead of 26 per cent, the 
3X 26 +14 

4 


average selling costs are or 23 per cent, the 


net profit per turnover 5 per cent instead of 2 per cent, and 
the net profits per year 15 per cent instead of 6 per cent 
of the original stock, or 11 per cent on the new stock volume 
instead of 6 per cent on the old stock volume. 


RELATION OF ADVERTISING TO TURNOVER 


There are various methods of increasing turnover, but 
all of the methods which depend upon increased volume 
depend primarily upon increased selling efficiency. Even 
securing added turnover by decreasing stock depends 
largely upon increased selling efficiency, for stock reduction 
means getting rid of old stock and stock that moves slowly, 
as well as buying in smaller quantities those things which 
sell readily. Advertising is normally a part of the sales 
process, and increased efficiency in this process almost 
always involves increased efficiency in advertising, though 
not necessarily increased cost in advertising. 

The ability of the entrepreneur is measured by his effi- 
ciency in combining factors to secure desired results. Even 
in manufacturing, this efficiency is measured not merely 
by his choice of factors and the proportions of each which 
he uses in the process, but by his skill in securing the best 
results from the human factors involved. The manufac- 
turer, therefore, as we have seen, makes use of advertising 
not only in the marketing process, but as a means of secur- 
ing better results in the manufacturing process. In the 

432 


THE ECONOMICS OF TURNOVER 


marketing process from manufacturer to retailer adver- 
tising plays a most important part in furthering co-opera- 
tion of the various marketing agencies, and in merchan- 
dising it has still greater possibilities not only because it 
has national advertising as a foundation, but because mer- 
chandising is the final contact between producer and con- 
sumer and because so large a proportion of the important 
factors involved are of the human type and therefore 
responsive to the influence of advertising. 

1. Available Margin for Increasing Turnover.—Turnover 
may be increased without increasing a single item of 
expense. Even if we do not know any of the essential facts 
of merchandising, we know this is possible from the very 
nature of efficiency in the utilization of factors, especially 
human factors. We have seen, moreover, that one of the 
normal ways of securing increased turnover, and the 
increased profits resulting from it, depends upon reducing 
the items of cost in interest and taxes and insurance. On 
the other hand, we have seen that the larger sources of 
profit are bound up with increasing volume; and it is espe- 
cially with the problem of increasing volume that advertis- 
ing is most distinctively associated. 

In Column i we assumed that an additional turnover 
was secured without increasing the proportion of adver- 
tising; but suppose this increase in turnover could not be 
secured without a marked increase in the amount of adver- 
_tising. Suppose also that all other expenses should either 
remain the same or at least should not exceed the increase 
assigned them in the table in Column in, what proportion 
of total sales could be expended on advertising without 
_ decreasing the net yearly profits below what they were in 
the three turnovers assumed in Column 1? One needs to 
~ glance at the figures to reassure himself that he has made 
no error, but there is no chance for error. The yearly 
profit has increased from 6 per cent to 28 per cent, leaving 
a margin of 22 per cent for four turnovers, or 51% per cent 
per turnover, which could have been added to the adver- 

_ tising expense without actual loss; and this added to the 
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2 per cent actually spent on advertising gives a total of 
71% per cent of the total sales which could be spent on adver- 
tising in order to secure an added turnover. 

Any amount less than this represents a source of gain 
if the added expense is confined to advertising alone. The 
same may also be said in the case of other items of expense 
—for instance, salaries; or something may be added to 
salaries and something to advertising. There will be a 
resulting profit if an added turnover is secured, provided 
the increased expenses are less than 514 per cent of total 
sales. A 1 per cent bonus to salesmen, for instance, may 
work wonders in motivation,® and doubling the advertising 
appropriation from the original 2 per cent will certainly 
have marked effect if the advertising department is at all 
efficient; yet this would still leave a net increase in yearly 
profits of 10 per cent. 

The whole problem centers around how much actual 
increase of sales can be secured. Unless he does it from 
social rather than economic motives, no sane merchant is 
going to increase wages unless his own profits are thereby 
increased, or at least he avoids threatened loss by so doing. 
Nor will he increase his advertising appropriation unless 
he sees the possibility of gain. The important thing here, 
then, is merely to have him see the very greatly increased 
percentage of total sales which he can afford to spend on 
advertising or other forms of motivation if by so doing he 
can secure an additional turnover. 

2. Advertising Control of Factors Influencing Turnover. 
—If advertising is used only to influence the consumer it 
has its effect primarily on the consumer factor, but if it 
is used to secure the co-operation of the sales force, buyers, 
and nonbuying group it widens its influence and increases 
its effectiveness. Perhaps this has been stressed sufficiently 
in previous sections, but there is, as a rule, far less intelli- 
gence used in securing the co-operation of employees than 


8 Some of the stores which have tried the bonus system declare that a 1 per 
.cent bonus makes clerks so anxious not to see needless extra clerks employed 
that the bonus is more than saved by the extra salaries saved. 
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in securing the co-operation of customers. Even when the 
importance of this authority co-operation is recognized, 
the methods adopted to secure it are so often perfunctory 
or anemic that its economic importance needs to be brought 
sharply into the foreground. 

It is, moreover, in the especial province of advertising to 
make the analysis of the whole situation as to what added 
expenditures along various lines will be necessary to secure 
an added turnover. It may be that under local conditions 
an added turnover is impossible without exceeding the 514 
per cent margin of profit on total sales which could be 
expected. It may be the part of wisdom to strive for only 
half an additional turnover, or it might even be the part 
of wisdom to use bonus and advertising stimulation to a 
much greater extent and strive for two additional turn- 
overs. This analysis is a distinctive function of advertis- 

‘ing, and the manager who makes his decision as to what he 
will do and the amount he will allow for advertising without 
first securing the advertising type of analysis is failing to 
recognize one of his fundamental resources for business 
guidance. 


TURNOVER AS GUIDANCE IN EFFICIENT MERCHANDISING 


It is wholly natural that turnover should be made the 
chief theme in attempting to guide the inefficient toward 
better standards of merchandising. The jobber or whole- 
saler who sees the credits of a none too efficient merchan- 
diser mounting, has immediate recourse to pointing out the 
advantages of increasing turnover by decreasing stock. 
This may or may not be the most important need of the 
business, but it does tend to turn the stock into money and 
enable the merchant to pay up some of his indebtedness to 
the jobber; and this is what the jobber wants. He wants 
the man whose bills are becoming too large to reduce them. 

On the other hand, the jobber may decide after an inves- 
tigation that the man should not decrease stock, but strive 
to increase turnover, and may advise him what methods 
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to use to secure this result. If he thinks the man is over- 
stocked he will advise him to decrease his stock, but if his — 
difficulties are from inefficiency in selling, inefficiency in 
credit management, or inadequate advertising or window 
display, the jobber will normally move to correct the diffi- 
culty. In other words, turnover is just one thing to be 
stressed and any attempt to guide efficient merchandising 
by appeal to turnover alone is inadequate, though it is one 
of the most important things to be kept in mind and one 
which has ready appeal to the merchant. 

1. Selling Costs and Gross Margin in Turnover.—The 
consumer has a right to be interested only in gross margin. 
If one store sells him goods for one dollar which had an 
invoice cost of seventy cents, and another store sells him 
goods of the same type for one dollar which cost seventy- 
five cents, it is none of his business if the second store 
makes more money than the first. What he is interested in, 
and what he has a right to be interested in, is in having 
the price of goods fixed by competition; and if by selling 
on a closer margin the second merchant so increases his 
turnover or otherwise so reduces his selling costs that he 
makes a net profit of 10 per cent per turnover and makes ten 
turnovers a year, it is none of the customer’s business if he 
thus makes 100 per cent a year while the store which sold 
him cheaper goods for the same money was making only 
10 or 12 per cent a year or even losing money. 

The merchant is interested in net yearly profits, sind 
these are the product of net profit per turnover and num- 
ber of turnovers. He must not sacrifice number of turn- 
overs to secure higher profit per turnover, nor dare he 
sacrifice too much profit per turnover to secure more turn- 
overs. The total is what interests him, and if he stresses 
either factor too much he may reduce the total. 

In general, the normal selling price is determined for 
him by his competitors, and his normal gross margin is 
therefore determined by his skill and power in buying. If 
this normal gross margin is 30 per cent and his normal 
‘selling costs 26 per cent, his normal yearly profit is 4 
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per cent multiplied by his normal turnover. He may 
increase this net profit per turnover by decreasing his sell- 
ing costs, and the most natural way to decrease selling costs 
is by increasing volume of sales. He may even increase 
his net margin of profit by increasing his selling costs in 
dollars as a way of so increasing his volume that he 
decreases his selling costs in per cent, and this is in fact 
the normal method of securing the most profitable type of 
turnover. On the other hand, he may, to some extent, 
inerease the difference between selling costs and gross 
margin by actually decreasing total selling costs in dollars. 

In some eases this difference between selling costs and 
gross margin is increased by increasing the gross margin, 
and there are some cases in which all the resources of the 
merchant will not avail unless he does increase the gross 
margin. All too many retailers do not know what it costs 
~them to do business, and if the gross margin of only a 
fairly competent retailer is less than what a competent 
retailer feels he must have to do business, it is altogether 
probable that no amount of striving for turnover will 
reduce selling costs below his old gross margin enough to 
leave him a fair net profit. 

This is particularly important at a time when merchants’ 
associations are getting away from price-fixing methods 
and depending on educating the less competent as a means 
of avoiding cutthroat competition. On the other hand, the 
really competent. merchant who must meet the competition 
of the man who is doing business below cost may actually 
overcome the handicap by utilizing all the by-products of 
efficiency which striving for turnover develops, and so 
increasing his turnover as to cut his own selling costs so 
far below the selling costs of the less competent as to leave 
him a margin of net profit. 

2. Function of Turnover in Determining Salaries—No 
store ought to gauge the salaries of its clerks wholly on 
the basis of sales, and most stores give a weight of from 40 
per cent to 60 per cent to other things, such as loyalty, 
co-operation, initiative, industry, appearance, knowledge, 
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ete. This recognizes the fact that the value of the clerk 
cannot be measured by his sales totals alone, but it in no 
sense evades the practical necessity of answering two ques- 
tions: (1) Whatever importance is attached to the sales 
of a clerk as a basis for determining his salary, what is a 
proper sales total for giving him full rating in this respect? 
If his sales totals are rated as 45 per cent of a possible 100, 
how much should this clerk in-this department sell'in order 
to be given a full credit rating of 45? On what basis should 
this rating be reduced to 40? to 35? to 30? (2) What pro- 
portion of selling costs should the salaries of clerks be or, 
as is the more usual form, what proportion of the selling 
price can in this business be properly paid to salesmen? 

Various devices for weighting the importance of sales 
have been used, one of the most common as well as one of 
the most unfair being to give the top third in the depart- 
ment, say, 45, the middle third 30, and the lower third 15. 
If all the salesmen in a department are nearly on a par this 
is a wholly unfair discrimination, and is too often used to 
keep down the salary of newer clerks who can sell nearly, 
but not quite, as much as the older men. This weighting 
achieves neither of the two main purposes for which it 
should be used—that is, to guide the executives in promo- 
tion and to stimulate the employee to efficiency. But a 
proper method of weighting the importance of sales will 
perform both these functions, and a proper weighting in 
one store almost necessarily involves some knowledge of 
actual selling costs in similar stores. 

To supply this general information, and at the same time 
to supply a basis for selling advertising, the National Asso- 
ciation of Newspaper Executives compiled a table of statis- 
tics on actual selling costs in various lines of business, 
making use of the best material available. The uses of this 
table by various groups should be evident. The clerk may 
make one use of it, his employer another, and the salesman 


4See David’s Retail Store Management Problems, pp. 837 and 843, also the | 
chapter headings of chaps. v to xiii of Brisco’s Retail Salesmanship Source 


‘' Book. 
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of advertising still another. So also the consumer who is 
honestly studying percentages of selling costs with a view 
to deciding whether marketing costs are excessive will find 
the table a mine of useful and reliable information. The 
National Cash Register Company has put out this chart 
with illustrative problems and supplemented it with a chart 
for showing what percentage of his sales a clerk’s wages 
are. These charts are reproduced as a basis for application 
of the principle of turnover as well as for their evident uses. 
The application of turnover will be evident if any par- 
ticular turnover is assumed in any of the different types of 
store, and then the assumption is made that an increase 
of one turnover has been secured. After working the prob- 
lems at the end of the chapter, and perhaps rereading the 
first part of the chapter, it should be reasonably easy to 
figure out under these assumed conditions how much mar- 
gin the retailer has to spend on increased advertising or 
increases in other items of expense and still be gainer in 
net profit by securing an increase of one turnover. 
Summary and Comment.—There are two distinct ways 
of increasing turnover—by decreasing stock and by increas- 
ing volume of sales. The first should be resorted to pri- 
marily when stock should be decreased for other reasons, 
as the second method is by far the more profitable. Even 
if no increase in turnover is secured, in fact, merely main- 
taining the turnover and increasing stock will result in 
greater profit than increasing turnover by decreasing stock. 
Because of the greatly increased profit which comes 
through increased volume, a very considerable increase in 
advertising will result in increased net profit, provided the 
amerease in advertising does result in marked increase in 
volume. If it is to have this effect, however, advertising 
should be used to stimulate everyone in the business and 
not merely as an influence on the consumer. All salesmen 
must be brought to co-operate actively in making the adver- 
tising produce results. 
Other things besides advertising may be used to increase 
turnover and volume of sales. A liberal credit policy may 
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so increase sales as to decrease selling costs. For instance, 
if it were the credit policy alone which resulted in the 
increased turnover recorded in Column m1, there would be 
an actual gain in net profit if the loss through bad debts 
were 5 per cent of the total sales." When you reflect that 
a loss of even 2 per cent of total sales is unusual even with 
stores of the extreme credit type, you have the comparative 
importance of turnover and losses by bad debts through 
credit extension fairly well before you. 

The table presented in the first part of the chapter is 
intended primarily to call attention to the fact that the 
most widely advocated method of securing turnover is not 
the most profitable, but the cleaning up of old stock, whether 
done to increase turnover or not, is of great importance 
and in large measure justifies the stress placed on this type 
of turnover. The student will note, however, the items of 
greatest importance in selling costs and the way in which 
these items are reduced in Columns u, m, and 1. 


PROBLEMS 


1. In Column m1, suppose only one half an additional turnover can be 
secured by half the additional expense now indicated in that column. 
(Remember this would mean the same percentages on actual goods 
sold.) What would the net profit per year be on an assumed gross 
margin of 28 per cent? 

2. Suppose two turnovers can be secured at the same percentage of added 
expense on increased volume as is now shown in Column ur. What 
will be the new net profit per year on the assumed gross margin of 28 
per cent? 

3. What are the items in the table on turnover which depend primarily 
on capital invested? 

4. What are the items which depend primarily on volume of sales, and 
how are they affected by increased volume? 

5. Using the table of selling costs put out by the National Association of 
Newspaper Executives, assume a present turnover for a given type 
of business. Now double the percentage of advertising on total sales, 


5 Needless to say it would be bad public policy and probably bad business 
policy for the store to allow this percentage of bad debts. People need to be 
encouraged to pay their debts not to incur debts they do not pay. So also the 
antagonism created by attempts to collect so many bad debts would have 
highly undesirable reactions. 
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The figures at the top of this chart represent clerks’ weekly salaries. 
cent of a clerk’s sales is paid to him as salary, select the figure directly be 
sales, 


Example: A clerk receiving $17 per week averages $200 net sales pe 
This clerk’s salary is 8.5% of his weekly sales. 
Clerk’s Clerks’ * 
Weekly |——— 
Sales $10 1044| 11 fa24 12 }1214) 13 a¥s 14 |1414] 15 | 16 | 17 m4 18 | 19 | 20} 21 


[$100 || 10.0/10.5 | 11.0] 11.5 [12.0] 12.6]13.0] 13.5 | 14.0 [14.5 |15.0]16.0] 17.0 [17.5 [18.6] 19.0[20.0|21.0] 
i024] 26] 100/105] 09[ 114] 12.8] 123] 12.7 |13.2|13.4/146 [165 is. [167.9 [1629 
120 || 83 | 8.8] 9.2| 9.6] 10.0] 10.4] 10.8] 11.3] 11.7 12.1 |12.5| 13.3] 14.2 [14.6 16.0[15.8 [16.7] 17.5[ 1 
[30 | Pe a sl os la sna a 
140 || 7.1 | 7.5] 7.9] 8.2] 26 | 8.9 10.7]11.4]12.1 |12.5|12.9]13.6|14.3]15.0|1 
pes. rer ana a a fu iaia 
Paco | 63 [66] 69/72] 75] 73 [a1 |e [oa] 92 o4|i00)i06 [109] ualiiafies|iea)i 
170 rsa -62|6sfea| 7a] 7a] 77] 78 [a2 [as [ea] ea [ro roa|sos|ina|its| za) 
| 180 | ee espe tes pect eet ef 7s a fen feales [se [37 roohins nati 
190 || 53 | 5.5 | 5.8 | 6.1 | 63 | 6.6 | 60 | 7.1 | 7.4 | 7.6 [7.9] 84 | 90 | foo ios fia} 
200 Pea es] ss son] eses[on | or [ ss s|eo[es as[sa[ as fealinsp 
aio || 48 | 50 | 5.2] 5. [5.7 [6.0 | 62] 64 | 67 [69 [71] 7.6] a1 [83 [a6 | 91 [95 [100/13 
220 || 48 | 48 | 8.0 [52/55 | 57/59] 61 | 64 | 66 [68/73] 77 [80[ a2 [a6 |or| 96 {1 
[44] 46 [48 | 5.0[52|54[57| 59] 61] 63] 65|70| 74 | 76] 78/83 [a7] oa] 
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No. 2 
The figures on the left represent clerks’ weekly sales. To find what per- 


low the clerk’s weekly salary ‘and opposite the amount of clerk’s weekly 


x week. The figures directly below “$17” and opposite “$200” is 8.5%. 
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THE ECONOMICS OF TURNOVER 


assume that this, without any other changes, secures one additional 
turnover, and show what the new yearly profit would be if the former 
yearly profit was 20 per cent. Remember that doubling the advertising 
may either increase or decrease profit. 


Basis for Assuming Numbers of Turnover for This Problem.—Bulletin 
No. 1, University of Nebraska Studies in Business: General stores, .89 
to 6.8; average, 2.8. Grocery stores, 2.79 to 12.11. Dry-goods and clothing 
stores, .99 to 2.8. Furniture stores, .53 to 3.04. Harvard University 
Bureau of Business Research: 
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REVIEW PROBLEMS 


1. Compare the origin and the justness of these three comments: (1) 
“Who pays for the advertising? The consumer. Doesn’t he?” 
(2) “When a retailer sells anything for less than cost, he must make 
up for it by selling something for more than a fair profit. Mustn’t 
he?” (3) “Who pays for the bad debts of the stores which extend 
credit instead of doing business on a cash basis? It’s the people who 
do pay. Isn’t it?” 

2. In what way does the suburban district appeal to the mercantilist 
principle in urging people to trade at-suburban stores instead of stores 
downtown? Present a sound argument for trading in suburban stores 
in their own district and contrast it with an unsound one of the mer- 
eantilist type. 

3. Why does the residualist tend to violate the principles which increase 
turnover? 

4. Why may department stores in New York have an advantage over 
department stores in Denver in matters of turnover which New York 
grocery stores do not possess over Denver grocery stores? 

5. Under what circumstances will increased turnover result in profit to the 
consumer in case the store policy is to secure increased sales by other 
methods than cutting price below that maintained by other stores? 
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THE EFFECT OF PRICE MAINTENANCE ON THE PRODUCER 


We have confined our discussion of the producer group 
in the main to manufacturers, wholesalers, and retailers 
with the belief that the economic reactions would be more 
evident than if various types of original producers and 
marketing agents were discussed. In this section we may 
properly still further limit our discussion to the effect in 
the main on manufacturers and retailers, the distinctive 
effects of price maintenance on producers being the effects 
upon those whose prime interest is in maintaining volume 
and quality and those whose prime interest is in competi- 
tion for the trade of the consumer. 

The issue as to price maintenance is at present primarily 
with reference to nationally advertised goods, and it has 
become an issue primarily because large stores have fea- 
tured cut prices on these goods as a means of convincing 
buyers that they sell other things proportionately as cheap. 
The small stores which did not have cut prices as a part of 
their merchandising plans, and which were using advertis- 
ing so little as to have less effect on their patrons than the 
advertising of the large stores, have felt themselves unduly 
handicapped and have appealed for: protection as to price. 
If the article were not nationally advertised it would not 


- carry so much weight in cut-price local advertising, and the 
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problem of price maintenance has thus become one pri- 
marily identified with nationally advertised goods. 

1. The Effect of Price Maintenance on the Manufacturer. 
—If it is at all possible, the manufacturer must keep peace 
among those who distribute his product to the consumer. 
Friendly competition, with both large stores and small 
stores advertising and pushing his product, will result in 
larger sales and larger volume for him, but if the larger 
stores cut prices and the smaller stores push other goods 
to avoid price comparison, the volume of the manufacturer 
suffers. Manufacturers of other less widely known goods, 
especially goods not widely enough known to be worth 
featuring in cut-price advertising of the larger stores, 
sharpen the discontent of the smaller stores as a way of 
selling their own goods, and even though the smaller stores 
continue to carry the nationally advertised goods their sales 
drop off. 

Supreme court decisions in the Colgate and Beechnut 
cases * indicate that manufacturers have a difficult problem 
before them in devising any method of effective price main- 
tenance unless they own or control their whole distributing 
system, but the legal aspects of the case are disregarded 
here, as we are concerned not primarily with the technic 
of marketing but with the economic principles involved. 
The great advantage to the manufacturer of controlling the 
retail price and maintaining it for all stores is the removal 
of friction, and though the theory of price maintenance may 
be advocated on the grounds that it benefits the retailer or 
the consumer the force behind such bills as the Stephens 
bill in the last congress, which would have made price 
maintenance legal, are the great national advertisers of 
articles which are sold at popular prices. 

A secondary advantage in price maintenance would come 
from a stabilizing of marketing prices all along the line. 

1 Early interpretations of the Colgate case decision regarded it as a victory 
for price maintenance, but the Beechnut case forbids by a bare majority 
decision a manufacturer or jobber keeping « black list cf price cutters, though 


they are permitted to refuse to sell to anyone without giving grounds for such 
refusal. | 
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If such general use of a nationally advertised article as a 
cut-price leader forces the smaller retailer to meet the cut 
in whole or in part, there must be a cut in price to him 
or he will divert trade to other articles. But if the manu- 
facturer can plan on his article selling everywhere for, say, 
twenty-five cents, he can so adjust his prices to wholesalers 
that their normal resale prices to even the smaller retailers 
will give those retailers their normal margin of profit. The 
manufacturer can then go ahead with his manufacturing 
plans on the assumption of getting a regular price for his 
product. His plans may include improvement of the prod- 
uct, a more extended advertising campaign, or a more vig- 
orous marketing by other methods, but before committing 
himself to standards which will normally extend over a 
period of years he would like to have the right to fix and 
maintain with legal sanction a definite retail price as a 
means of making sure of a definite sale price for himself. 

2. The Protection of the Small Retailer by Price Main- 
tenance.—Exxcept the appeal to protect the consumer no 
other plea is so sure of a response as the appeal to protect 
the little fellow against his big competitor. This is in part 
because of our sense of fair play, but it is also largely 
because we recognize that personal initiative is of such: 
supreme importance to our present order and that the 
small store and the small factory and the small farm are 
essential to give us the larger measure of freedom which 
we regard as necessary for both political and economic 
development. The welfare of the small store is also linked 
up with our general notions of effective competition, it being 
assumed that a few larger stores in control of the situation 
will normally lead to price collusion much more readily than 
with a large number of stores. 

Without question a large number of small stores favor 
price maintenance as a means of assuring them of a fair 
margin of profit on nationally advertised goods without 
putting them in unfavorable contrast with large stores or 
other small stores which want to do cut-price advertising. 
‘This cutting of price is not confined to drug-store items, 
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but includes standard grades of textiles, such as branded 
muslins, well-known brands of gloves, hosiery, ete., and 
even standard brands of men’s clothing which the upstairs 
stores profess to sell for less and buy specific stock num- 
bers to prove by comparison that they are actually doing so. 

Without doubt the small store suffers under the handi- 
eap of both the large store which advertises special cut 
prices and the store which carries on its business under a 
‘‘eut-rate’’ policy. Without doubt it would be a great 
advantage to these smaller service stores if manufacturers 
were allowed to fix retail prices, since stores which desired 
to avoid this type of competition could buy only from those 
national advertisers who would maintain the fixed retail 
price, and the cut-rate stores, both large and small, would 
find plenty of manufacturers willing to supply them with 
goods under an open-price policy. As the small store devel- 
ops its advertising, however, it normally tends to make use 
of ‘‘price’’ advertising, and especially do the small neigh- 
borhood store and the cash-and-carry type tend to resort 
to advertising of this kind. 

It is at present much to be doubted what proportion of 
small stores really want prices fixed by manufacturers. 
Their outcry is loud and long when big stores cut prices and 
advertise them widely, but much of their own advertising 
is of the same type. The thing which really presses hardest 
is when larger stores buy large quantities with special dis- 
counts and advertise prices which the small store cannot 
meet. 

3. The Protection of the Small Retailer as to Unfar 
Discounts—To explain in detail the cost-accounting prin- 
ciples involved in determining how much less it costs a 
wholesaler to sell twenty-five cases to a retailer in one 
order than to sell twenty-five cases in twenty-five orders is 
beyond the proper scope of this text; but two things may 
well be noted. First, it does cost him more to sell and to 
ship twenty-five cases to separate addresses than to one 
-man; and second, the discounts usually given are very much 
_ greater than the difference in cost. Occasionally some one 
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tries to make out a case for the large discounts given for 
quantity orders on the basis that it actually costs the dis- 
tributor the extra amount to sell in smaller orders, and in 
particular instances the facts will bear out the assertion; 
but normally the facts do not bear out any such assertion. 
The larger stores have gained such importance in the 
eyes of manufacturers and wholesalers that they can and 
do force larger discounts than the savings which their quan- 
tity buying justify. On the other hand, in the effort to stim- 
ulate buying on the part of retailers, the manufacturer and 
wholesaler give special discounts in order to induce even 
the small retailer to purchase in quantity. Too often the 
small retailer is tempted by such discounts to buy more 
heavily than he ought, and sometimes a number of small 
retailers associate themselves for co-operative buying in 
order to secure these discounts without overloading their 
stock. But undeniably the small retailer is handicapped 
seriously whether he buys in sufficiently large quantities to 
get full discounts or whether he buys in the quantities he 
ought to buy and attempts to meet the prices which will 
yield normal profits to those who buy in quantity. 
He meets still more bitter problems when he buys in 
small quantities and must sell in competition with those 
concerns who not only buy in quantities which will yield the 
largest discounts, but sell on a smaller margin than would 
yield them normal profits. In other words, even though 
the larger stores received no discounts they could, and 
would, in many cases, as a part of their advertising policy, 
sell certain leaders at lower prices than the small stores — 
could afford to take unless they too were using ‘‘loss lead- | 
ers.’” The small stores which wish to follow a policy of 
competition in quality instead of competition on price 
recognize this fact, and they recognize the fact also that 
many small stores offer just as bitter competition on a price 
basis as the larger stores with their larger discounts. They 
therefore advocate price maintenance as a_ protection 
_against the price cutters of both types, insisting that stores 
specializing in service and quality will naturally tend to 
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push nationally advertised brands and not use them chiefly 
to attract customers in order to sell them not only the adver- 
tised goods but other goods bearing a higher rate of profit. 

As to the discounts, two lines of action offer hope to the 
small store. One is co-operative buying which will give 
them the discounts through collectively purchasing the 
needed quantities ; the other is the growing tendency among 
some manufacturers and even among some wholesalers to 
give yearly discounts instead of single-delivery discounts. 
Thus if a small retailer cannot afford to buy more than two 
cases of a certain kind of soap at a time, but can put in his 
order for twenty-five cases during the year, he could be 
given the quantity discount, since the shipping in two-case 
lots at stated intervals or by order would entail little 
expense. A further extension of the principle would give 
him a yearly discount on total purchases irrespective of the 
items bought. 

The only serious problem involved in this remedy i is one 
of motivation. What the wholesaler and manufacturer 
want is yearly volume, and quantity discounts have been 
given to induce merchants to push the articles sold with 
these discounts. But if unequal discounts create price 
wars which cause some of their distributors to push other 
goods, then the manufacturer is interested in seeing other 
methods adopted. In so far, then, as the yearly discount 
actually induces the smaller stores to push the goods on 
which they are given this yearly discount, or to buy more 
largely through the wholesaler who gives them a discount 
on yearly totals, the method will be extended. This will be 
a matter of education, however, especially among retailers’ 
associations, since the average small retailer is neither 
long-headed enough to adopt a clear-cut yearly buying 
policy nor systematic enough to follow it out. 


bigs EFFECT OF PRICE MAINTENANCE ON THE CONSUMER 


Tt is hard to predicate at the beginning of a marketing 
policy what will be the final result, especially when that 
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policy diverges from well-established principles. To give 
the manufacturer a right to establish price to the consumer 
restricts the principle of competition, the primary principle 
by which our present order is regulated. It says, in effect, 
that the marketing process is restrained from using price 
as a means of competition which will benefit the consumer 
but may use price as a means of competition which will 
benefit the retailer. 

If this principle were once established it might prove a 
boomerang on the manufacturer, especially the manufac- 
turer of those goods which carry a large margin of profit 
over manufacturing costs. For when the price to the con- 
sumer was definitely established, say, at twenty-five cents, 
for a group of competing articles, the manufacturers and 
wholesalers would find themselves competing on a price 
basis to induce the retailer to handle their articles and push 
them. For instance, practically any pill or tablet on the 
market, whether sold for twenty-five cents or one dollar, 
can be bought for from sixty cents to ninety cents a thou- 
sand; and are, as a rule, bought at those prices, or less, 
from standard pharmaceutical manufacturing houses, 
rather than manufactured by the average owner of the 
trade-marked name. Custom protects the retailer some- 
what from price competition on medicinals, but, once let the 
price to retailers be fixed absolutely, and once let the 
retailer recognize his vantage point, the manufacturers 
would find themselves with another problem in price fixing 
to keep them from cutthroat competition. Yet this type of 
competition would not pass on the benefit to the consumer, 
although this is one of the essential functions of competi- 
tion under the present order. . 

1. Does Price. Maintenance Produce Competition on 
Quality?—The function of competition under our present 
order is to protect not the retailer, but the consumer. In- 
deed, one of its distinctive functions is to eliminate the 
incompetent producer of every type, whether engaged in 
the manufacturing or marketing end of production. Even 
' with price maintenance this elimination could be somewhat 
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achieved by competition on service, perhaps as effectively 
if the consumer could be properly educated. But if the 
consumer is to be deprived of competition on price, his loss 
in objective value should be made up by increase in quality. 

One of the really strong pleas for price maintenance is 
that when the manufacturer and wholesaler and retailer 
begin to compete on quality instead of price, the uncertain- 
ties of the market price are eliminated and the quality of 
the product will increase. Without doubt there is basis 
for sound argument here. Risk is a cost, an unescapable 
cost, unless the risk be eliminated; and every risk eliminated 
does reduce cost. The manufacturer who can plan upon 
a definite retail price being maintained can go on about his 
business of efficient manufacturing and marketing produc- 
tion with one element in the problem solved. 

But the advocates of price maintenance too often forget 
that the manufacturers will not agree on a marketing policy. 
The small retailer may indeed be protected in the price of 
the X brand and the Y brand of canned goods, but what will 
he do when his neighbor advertises the Z brand at a reduced 
price which he cannot meet? He will have partial protec- 
tion, but far from full protection, and the cut-price goods 
will tempt the consumer to believe that the goods on which 

there is a price-maintenance policy carry an unduly large 
margin of profit. Unfair as it may be, the slogan ‘‘Not in 
the price-maintenance trust’’ will feature the sales cam- 
paign of many a concern which will, in breaking into a 
market on a price basis, take advantage of a price-main- 
tenance policy, if it should ever be widely established. 
2. Are Cut Prices Aids to Consumer Guidance?—The 
consumer is not nearly as green as he once was, though he 
is still far from an intelligent buyer, and though there are 
still enough consumers so gullible as to make preying on 
that gullibility profitable for all too many concerns. On the 
whole, however, large retailers and small alike are begin- 
ning to realize that consumers are becoming more and more 
_ Intelligent and more and more suspicious of things adver- 
tised at decidedly lower than standard prices. There is no 
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exploitation of customers by way of loss leaders in the 
majority of stores as flagrant as that which still survives in 
the flamboyant fire and bankrupt sales. ‘‘Take a loss on 
some things and make it back with high profits on others”’ is 
giving place as a business policy to ‘‘Take a loss on some 
things and get it back with larger volume at normal profits 
on the other things you sell.’’ It is, in fact, this latter atti- 
tude which furnishes the hardest competition to stores 
which want to maintain standard prices on nationally adver- 
tised goods. 

Opinions will vary as to what would happen under con- 
ditions that do not exist; and it must be kept in mind that 
neither the policy of price maintenance, nor the mechanics 
for enforcing it, nor even its legality, as yet can be assumed. 
That a few concerns have been able to use the method is no 
indication that it would be equally profitable if the method 
were available for all. The market reactions which would 
take place under the new conditions might make competi- 
tion still more complex by dividing manufacturers of the 
same type of articles into two great classes—the price- 
maintenance group and the price-competition group. And 
this might conceivably extend to a division of retailers on 
much the same basis, one type of stores specializing on 
goods with price-maintenance policies and the other on 
goods which allowed the individual to fix his own prices. 

In the course of time a proper combination of national 
and local advertising might convince enough consumers 
that the price-maintenance policy gave them more value 
through better quality, but at the present rate of inroad 
by cash-and-carry, cut-rate drug stores, bargain stores, 
bargain basements, etc., the store which does not stress 
price succeeds largely because there are so few large stores 
of that type. And when it comes to a question of the proper 
guidance of the consumer, it is doubtful whether price 
advertising on goods he does not have any basis for judg- 
ing is as helpful as guidance as prices on nationally adver- 
_tised goods. Since all manufacturers would not adopt the 
price-maintenance policy, and since it is inconceivable that 
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advertisements featuring price reductions should disappear, 
it is therefore fairly to be assumed that, so far as aids to 
proper consumer guidance’ are concerned, price cutting 
on standard nationally advertised goods does supply a con- 
dition more favorable to the consumer than price adver- 
tisements on other goods. At least he gets an actual price 
reduction on these specific goods; and on other goods he 
gets as good prices in a reputable store as he would get if 
he did not come to the store to get the cut-price article. 
This has all the more point in view of the fact that in the 
case of goods not nationally advertised, special bargains 
are picked up to use as the basis of these ‘‘special-price’’ 
sales. 

Summary and Comment.*—Price maintenance is one of 
the latest and most highly advocated remedies for the evils 
of price competition; but it is doubtful whether it has any 
of the universal patent-medicine virtues which its partisans 
ascribe to it. In some cases it would seem to result in 
decided advantages to the manufacturer, and a very good 
case can be made out for it as benefiting the small retailer 
who does not want to meet competition on a price basis, 
and has not the ability or willingness to meet it on a service 
basis. But its claims on the basis of benefiting the consumer 
are pretty thin. 

Price maintenance is, in fact, an attempt to escape in a 
rather fundamental respect one of the essentials of our 
present order, and one upon the proper functioning of 
which our present order depends for its regulation and its 
efficiency. Not only has the consumer a right to a price 
based upon competition, but the efficiency of the whole 
manufacturing and marketing system depends upon its 
regulation by competition. Whether this competition would 
be equally keen and equally efficient if part of the manu- 


2In sharp contrast to proper consumer guidance is the use of these nation- 
ally advertised goods as loss leaders. Advertising a recognized $1.00 article 
for 95e may still allow a profit, but advertising it at 75c should in itself be 
evidence to the consumer that it is a loss leader. 
3 See also the excellent discussion of various aspects of Price Maintenance 
in Clark’s oor of Marketing, pp. 446-472, 
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facturers withdrew from price competition is at least prob- 
lematical. 

In general, special pleas are to be looked on with sus- 
picion; and the special plea for price-maintenance rights 
which would restrict the free working of competition, and 
substitute no other regulation, must surely bear the burden 
of proof. In the case of the railroads and public-service 
utilities the rate fixing is subject to commissions on the 
basis of cost; but in manufactured goods no such regulation 
is possible, and the regulation of those who decided to adopt 
a price-maintenance policy would depend largely, if not 
primarily, upon those who did not adopt it. In any event, 
it would restrict competition without providing any substi- 
tute for it. 

There is, of course, a price-maintenance policy possible 
wholly within the principles of our present order. So long 
as the manufacturer owns his own distributing system he 
can control price without interfering with the principle of 
competition. But when he parts with ownership of goods 
to a general distributing agency and that agency sells to 
other agencies, a price-maintenance policy is in direct 
violation of our present order. 

As to the plea of the small retailer that he must be pro- 
tected against unfair competition of larger stores, there — 
are two reasons which may well make the consumer and 
even the manufacturer suspicious of the plea. First, it is 
the function of competition to put the incompetent out of 
business. The incompetent store, whether large or small, 
which has to have too large a margin of profit is a menace 
to the welfare of consumer and manufacturer alike. In 
the second place, the small manufacturer is interested in 
conditions of competition which allow him to get a footing, 
and if the possibility of price cutting will check abnormal 
discounts on the part of large manufacturers or will induce 
many retailers to carry goods not so well known as to be 
featured in price cutting, then the small manufacturer is 
not unaware that the right to price maintenance on the part 
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of his competitors may prove harmful to his own best 
interests. 


PROBLEMS 


1. Is there any essential difference between tooth paste and canned 
tomatoes which should make price maintenance more difficult as a 
problem for the retailer if the policy were adopted by manufacturers? 

2. In which types of goods in the family budget would it be most likely 
that a price-maintenance policy would be first tried out, if it were 
given clear legal sanction? 

3. What proportion of the family budget do the items in your list for 
question 2 represent? 

4. In your opinion, would a price-maintenance policy adopted by the 
leading four brands of tooth paste lead to fewer or more tooth pastes 
on the market or make no appreciable difference? 

5. If under a policy of price-maintenance the four leading brands of 
tooth paste were able to get dealers to push their brands to such an 
extent that their sales greatly increased, would this tend to increase the 
quality of these lines? (Reasons here are more important than the 
answer. ) 


REVIEW PROBLEMS 


1. Take three or four advertisements of tooth paste and compare their 
motivation under the classifications in Chapter XXVI. 

2. Compare with these, three or four advertisements of automobiles in 
magazines. 

3. Compare with the above advertisements the nature of three or four bill- 
board advertisements of tobacco. 

4. Compare the origin and the justness of these two comments: “Who 
pays for the advertising? The consumer. Doesn’t he?” “When a 
retailer sells anything for less than cost, he must make up for it by 
selling something else for more than a fair profit. Mustn’t he?” 

5. What price reduction is necessary for consumer motivation which will 
induce, say, 20 per cent of the people you know to go to the store at 
which the lower price is advertised? In the case of twenty-five-cent 
tooth paste? In the case of twenty-five-cent catsup? In the case of 
eight-dollar shoes? 


CHAPTER XXXIV 
THE PLANE OF COMPETITION 


UnrFairn COMPETITION 
Unfair Competition Through Inferior Products 
Unfair Competition of Laborer with Laborer 
Unfair Competition to Gain Control of Markets 
RAISING THE PLANE OF COMPETITION 
Competition on Quality Instead of Price 
Stressing Increase of Surplus Instead of Its Division 
Competition in Service to the Consumer 


UNFAIR COMPETITION 


Competition is the regulative principle of our present 
economic order, and in general it fulfills its functions 
remarkably well. It is because competition forces competi- 
tors to do their best that more goods and better goods are 
produced than we can legitimately assume would be pro- 
duced without this spur to efficient production. It is by 
competition for the things they themselves want, that those 
who have produced goods for the market, and have thus 
secured demand upon the market, create for other produced 
goods a price which represents their comparative impor- 
tance in the minds of the buyers, Finally, not only are pro- 
duction and consumption regulated by competition, but 
distribution is effected through the market price estab- 
lished by competition for labor, land, capital, and finished 
products. 

We have seen that in the field of production the consumer 
needs to be protected from producers who are willing to 
victimize consumers, that the general interests must at 
times be protected from wastes of national resources, and 
that the laborer must be protected from competition with 
‘laborers with lower standards of living. All these facts 
and many more make it evident that the principle of com- 
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petition as a regulative principle is not working perfectly. 
This in no way, however, implies that any other principle 
would work more perfectly, but rather that when this one 
fails so seriously as to be doing more harm than good it is 
time for the government to supply supplementary regula- 
tion. Government regulation is, therefore, regarded as 
justifiable, and even at times necessary, if the self-interest 
of the competitors would not ultimately supply the needed 
regulation or if too much harm would result before com- 
petition itself would supply the proper regulation. 

Some cases of unfair competition are more effectively 
dealt with by market forces than by government regulation, 
and in some cases the competitors themselves are the real 
agents which secure government regulation. This was the 
case with the railroads when they were unable to get rid 
of destructive rate wars even by illegal combinations; in 
fact, most government regulations of industries and trades 
are either instigated or controlled by those directly inter- 
ested rather than by the government as acting in the interest 
of the consumer. For instance, the plea to protect the 
public from quack doctors was wholly legitimate, but if 
the legitimate doctors had not organized and put through 
the laws on this subject there would have been no laws. 

1. Unfair Competition Through Inferior Products.—The 
function of the government in protecting the producer from 
competition of inferior products should be rigidly limited 
to protecting the consumer from using articles so inferior 
as to be harmful and from being victimized through being 
deceived. Any further limitation is interference alike with 

the rights of the consumer and the rights of the producer; 
and no matter with what good intentions such laws may 
be passed, the loss through restriction of private initiative, 
and the loss through the cutting off of this legitimate com- 
petition, will more than counterbalance any gain to the 
consumer. 
_ Articles may be so inferior as to be harmful, and gov- 
ernment regulation is certainly justifiable if it is necessary 
to protect the consumer who will not or cannot protect 
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himself. It is economically justifiable, moreover, as by 
protecting the legitimate producer from unfair competition 
it not only allows him to produce more effectively, but 
encourages his legitimate production. The regulations as 
to quality of food illustrate this principle, for the manu- 
facturer of pickles who uses only those ingredients which 
are healthful is handicapped by the unfair competition of 
those who use cheaper and harmful ingredients. If this is 
allowed, not only is the consumer harmed, since he cannot 
judge of such matters, but the legitimate producer may 
often be forced to lower the quality of his product or limit 
his business. 

The United States Food and Drug Acts also provide pen- 
alties for deceiving the consumer, and these regulations are 
supplemented by states and municipalities. The word but- 
ter, for instance, may be defined as meaning not only a 
dairy product, but as being of a certain standard of purity 
and as containing a certain per cent of butter fat; and 
anyone selling butter of less butter-fat content may be sub- 
ject to prosecution. Clearly the farmer or creamery putting 
out good butter is subjected to unfair competition if others 
are allowed to sell under the same name a product so infe- 
rior that it can be sold at a decidedly lower price; and he is 
likewise injured if the inferior product brings the product 
as a whole into disrepute. The customer has no way of 
testing butter and milk and other food products, and in 
such cases the government therefore in the interests of 
both consumers and legitimate producers should establish 
and enforce such regulations as will insure the customer 
getting what he thinks he is getting. On the other hand, in 
such matters as the quality of cloth, competition is the 
proper remedy; for the rights of the consumer cannot be 
protected except against misrepresentation without limit- 
ing the right of the producer to supply what some custom- 
ers really desire. . 7 

2. Unfair Competition of Laborer with Laborer.—The 
competition of laborer with laborer is almost essential to 
secure efficiency, and at times this competition must be on 
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a price basis as laborers shift from one industry into 
another, especially if through collective bargaining or 
through normal development of demand the price of labor 
in one industry has risen until it is higher than laborers 
who can do this work are receiving in other fields. Such 
competition is entirely natural and legitimate, up to a cer- 
tain point, but from one angle or another the competition 
through price which lowers the standard of living of those 
already in the field is properly considered unfair. In fact, 
it might be said that the great need in the labor field, in 
the interests alike of laborer, employer, and consumer, is 
more competition on a quality basis and less competition 
on a price basis. 
It is unfair to the American laborer to ask him to com- 
pete on a price basis with foreign-born laborers or with 
their children. It is unfair to the producer who desires to 
employ only Americans, and it is unfair to the nation whose 
‘power for good is dependent on the quality of its citizen- 
ship. The outcry on the Pacific coast against Chinese and 
Japanese farmers comes not from their production of 
wheat, the price of which is determined in the world market, 
but from their raising garden produce and other things 
which have their price more or less determined in the local 
market. If the Japanese farmer has his wife and all his 
children working from daylight till dark, and if he is also 
living on a lower food standard, he can produce garden 
produce to undersell the American farmer with American 
standards of living and American standards of family life. 
Such competition of foreign labor normally forces the 
American laborer out of the field. If the Japanese are 
allowed to keep coming in and competition remains unregu- 
lated they will force the American farmer on the Pacific 
- coast to turn to raising crops whose price is not determined 
in the local market. If he raises wheat, for instance, the 
Japanese farmer is not in unfair competition with the 
American farmer, for the American gets the same price for 
his wheat whether or not there are Japanese farmers. On 
the other hand, if the American farmer hires Japanese 
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laborers the American laborer is subject to the same type 
of unfair competition as the American truck grower. 

Organized labor has taken drastic steps to protect itself 
from such unfair competition by establishing a wage scale 
high enough to allow the laborer to live according to the 
American standard. As long as this wage standard is 
maintained there can be no unfair competition, for com- 
petition is then on a basis of quality and not on a basis of 
price. As long as organized labor can sufficiently dominate 
the industry to maintain the wage scale, the nonunionized 
foreigner and the nonunionized native alike will receive a 
scale which will permit the American standard of living. 
In such industries the process of Americanization is much 
more rapid than in industries in which unfair competition 
has practically driven out the native worker, for in such 
lower-paid industries the foreigner can scarcely adopt the 
American standard of living. 

Another type of unfair competition is that which mini- 
mum-wage laws are designed to remedy. The girl who lives 
at home and is willing to work for seven or eight dollars 
-a week in a store is just as much a menace to the American 
standard of living as cheap foreign labor, perhaps a more 
serious menace, since the girl whose parents support her 
ean actually work for less than a foreigner. The same real 
issues are involved in the question as to whether married 
women should be allowed to teach school. If the fact that 
her husband is able to support her makes her willing to 
teach for less than the standard which should be maintained, 
she is the same type of menace as cheap foreign labor. If- 
the fact that she ‘‘does not have to teach’’ makes her less 
efficient than the unmarried woman she displaces, then the 
question is one of efficiency, not of other means of support. 
In short, the whole question is whether married women in 
the teachers’ profession tend to lower wages or whether © 
the married woman is hired because she is a better teacher. 
Much of the agitation against married women in this field, 
however, is by friends of the newly graduated who cannot 
‘secure positions; and in view of the overwhelming impor- 
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tance of securing competent teachers for the public schools 
there should be a frank appeal to the economics of efficiency. 

3. Unfair Competition to Gain Control of Markets.—By 
employing cheap foreign labor, some managers in an indus- 
try may gain decided advantages over other managers in 
the same industry who employ native workmen on an Amer- 
ican wage. They may use this advantage either to increase 
their profits or to decrease selling price and force their 
competitors who employ native workmen out of business. 
In either event, however, this is primarily the unfair com- 
petition of foreign labor. It deprives the native workman 
of employment he might have had if labor competition had 
been based on quality instead of price; and if the competi- 
tion forces other employers to go out of business or to 
employ foreigners, it likewise proves to be direct competi- 
tion against American labor. 

The more important aspect of unfair competition to gain 
control of the market is that type of competition which first 
gains control of the market, forces competitors out of busi- 
ness, and then raises price. This is the typical unfair com- 
petition of capitalistic monopolies which create the monop- 
oly by underselling small competitors and getting price 
agreements or uniting the stronger companies. For they 


_. raise the price over the country as a whole, but maintain the 


monopoly against new competitors by lowering the local 
prices in whatever fields these new competitors try to get 
a footing. 

It should be clearly understood that the unfairness of this 
competition does not consist in lowering price to a point 
below the production costs of some of their competitors. 
_ This is in the very nature of legitimate competition and it 
is a matter of vital interest to the consumer that prices 
should be so lowered until they reach the costs of produc- 
_ tion of a reasonably efficient marginal producer. The un- 
fairness of the competition consists in one of two things— 
either (1) one company by means of unfair competition, 
such as foreign or prison labor, is able to reduce the price 
below costs if living wages are paid, or (2). the price. is 
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reduced not as a permanent benefit to the consumer, but as 
a means of getting rid of competition in order to raise 
prices higher than would be possible if the interests of the 
consumer were protected by free competition. 


RAISING THE PLANE OF COMPETITION 


Any handicap which individual initiative is able to sur- 
mount may increase the efficiency of that individual, may 
make him work harder to succeed in spite of difficulties. The 
actual benefits resulting from any such handicap, however, 
are to be measured by whether the benefits which come to 
those who do surmount them are greater than the evils 
which come to those who do not. If the unfair competition 
of foreign labor drives American labor from one industry 
into another in which it can be still more productive, then 
the country has a net economic gain except for the menace 
of the lower standard of living of a colony of foreign born. 
So also the unfair competition of chain stores which attempt 
to gain the ascendency by cutting prices on some lines and 
depending on other lines for profits, may force the indi- 
vidual owners of stores to a higher efficiency, a more intelli- 
gent study of the needs of their customers, and a depend- 
ence upon volume rather than high price as a source of 
profits. In other words, unfair competition may achieve 
some results identical with the results which justify com- 
petition as a regulative principle. 

1, Competition on Quality Instead of Price-—Under 
aggressive competition the marginal man must increase his 
efficiency or he will be forced out of the business, and the in- 
tramarginal man is spurred on by the opportunity efficiency 
offers him for extra profits. As competition increases, 
many businesses within the industry will reorganize for 
greater efficiency and many men will leave the industry 
for other opportunities. We are apt to think of the man 
who is receiving the lowest profit being the marginal man, 
but marginality depends on his being one of those who will 
leave the business if price drops. Thus of three men 
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who leave the business one may be actually losing money, 
one may be making only 4 per cent, and one be making 15 
per cent. If the man making 15 per cent feels that this is 
too low and that he can make more elsewhere, this makes 
him a marginal man; in fact, we usually speak of the mar- 
ginal men as dependent on the selling price and hence do 
not necessarily imply the rate of profit. 

One of the most used resources of the entrepreneur in 
meeting competition is to change the plane of competition. 
If there are too many general stores, an enterprising entre- 
preneur will transform his store into a high-class specialty 
shop. If too many specialty shops are competing on a qual- 
ity basis, the entrepreneur who cannot meet this type of 
competition may make a marked success by meeting qual- 
ity competition with competition on a price basis. So 
also in a town in which clerks are poorly paid, a hard- 
pressed merchant may win out by paying better wages and 
bringing in a better type of clerks or getting the better 
clerks from other stores. In manufacturing, this change 
from a quality basis to a price basis, and vice versa, has still 
more evident opportunities; but in both fields the tendency 
is for the better men to keep shifting the plane of competi- 
tion higher as a way of escape from all types of unfair com- 
petition. Better working conditions, a higher class of labor, 
and greater incentives to efficiency bring in greater returns 
in the long run and therefore constitute an economic influ- 
ence toward raising the plane of competition. 

2. Stressing Increase of Surplus Instead of Its Division. 
—Much of the harm done consumers by quarrels between 
labor and capital results from the fact that efficient produc- 

tion necessarily suffers. Efficiency requires co-operation 
and the entrepreneur cannot secure the essential co-opera- 
tion of those who are making a fight for higher wages. To 
be sure, some of this conflict is rendered necessary by our 
present system of distribution through market price and 
_ the necessity of collective bargaining in those industries in 
which the competition of employers fails to give wages the 
laborers are willing to accept. At the same time even col- 
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lective bargaining may be carried on under a system of 
national or state supervision or arbitration which would 
avoid the greater losses to productive efficiency not only 
through strikes but through the inefficiency which comes of 
discontent. 

European nations, Belgium in particular, have been much 
more efficient in insisting on the rights of consumers to 
have production continue, and that the process of the divi- 
sion of surplus by wage fixing and profit fixing should be 
done by authorized delegates from both parties to the dis- 
pute with authorized representatives of the government 
present to represent the rights of the consumer and help 
the opposing parties come to conclusions just to each other 
and to the nation as a whole. In England and America com- 
pulsory arbitration has not been received with high favor 
because it interferes with former conceptions of the rights 
of personal initiative, but if the rights of the public be suffi- 
ciently imperiled, no previous conception will withstand 
the force of public opinion. If railroad workers or coal 
miners should attempt practically to govern the nation by 
paralyzing industry, they would find that the nation would 
adopt drastic remedies for the situation. 

The normal source of increase in wages is fino in- 
creased production. American wages are higher than even 
English wages because American industry has been more 
efficient and the desire of employers to get more workmen 
and better workmen has forced wages up. At the same time 
it is undeniable that even with the higher wages employers 
were willing to pay to secure more workmen and better 
workmen, there was still a share of the surplus which they 
could afford to pay rather than lose their chance for gain; 
and it is equally undeniable that in many cases collective — 
bargaining has secured for labor a considerable share of © 
this extra surplus. There is no fundamental reason, how- 
ever, why, as a rule, production should not go on while the 
wage scale is being determined, thus increasing the share 
of each whatever the agreement reached. 

- Various methods have been adopted by different concerns | 
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in their effort to secure greater efficiency by rewarding effi- 
cient production through the added share given labor in the 
distribution of the resulting additional surplus. The bonus 
system sets a standard low enough to make sure that any 
honest attempt to deliver a day’s work for a day’s wages 
will earn a bonus, and fixes the scale in such a way that 
greater efficiency will bring greater reward. The profit- 
sharing system distributes among all the workers some 
stated share of the net earnings for the year, making the 
laborer’s share depend on the efficiency of the plant as a 
whole instead of efficiency in the part of the process in 
which he is employed. The shop committee endeavors to 
secure co-operation in different ways, sometimes by mak- 
ing the workmen feel that higher wages can come only 
through greater efficiency. In proportion, however, as 
greater efficiency can be developed among the workmen by 
any process through which the workmen share in the bene- 
fits of this increased efficiency, the plane of competition is 
once more raised, and employers competing on this newer 
plane depend on increased efficiency of a day’s labor rather 
than on lower cost per day’s labor. 

3. Competition in Service to the Consumer.—We now 
seldom even hear the old phrase, once so much used, 
“caveat emptor,’’ meaning, literally, ‘‘let the buyer be- 
ware,’’ or, as more freely translated, ‘‘at the buyer’s risk.’’ 
‘In legitimate modern industry the buyer does not take the 
risks of the buyer of a hundred years ago, for the very good 
reason that the seller wants to sell him again and therefore 
wants to guard him against taking any risk which will not 
result to his profit. The automobile manufacturer cannot 
afford to sell a car and let the buyer take the risk of getting 
unsatisfactory service from a garage man who knows noth- 
ing about that car. The manufacturer, therefore, estab- 
lishes service stations with his sales agencies and tries to 
‘induce the buyer to go where his car will receive proper 
attention. ‘iG 
_ The jobber’s salesman has a much more extensive func- 
_, tion than just selling goods to the retailer. He must study 
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the needs of the retailer, see that he gets the goods he ought 
to, and in the right quantities, and help him in all possible 
ways to dispose of them. In turn the retailer is recognizing 
his responsibility to the consumer, that it is the retailer’s - 
business to protect his customer against inferior goods and 
to furnish him with dependable information which will 
allow him to buy intelligently. In this respect more retail- 
ers are still on a lower plane of competition than the aver- 
age jobber, and they will remain on that lower plane as long 
as they individually believe it will prove more profitable. © 
Every retailer who lifts his business to a higher plane of 
competition, however, and persistently seeks to serve his 
customers in such a way that they can depend on him, 
makes it harder for his competitors who remain on the 
lower plane. Moreover, if consumers as a whole made an 
honest effort to become intelligent buyers, those producers 
who are trying to put competition on a higher plane would 
be greatly increased, while those who depend upon victim- 
izing the consumer would have a much harder task. 
Summary.—tThe production, consumption, and distribu- 
tion of economic goods under our present order is moti- 
vated by self-interest; and the self-interest of each is regu- 
lated, controlled, and directed by the self-interest of others. 
The three elements of industrial freedom—the right to per- 
sonal initiative, the right of contract, and free competition 
—are the fundamental principles through which this self- 
interest manifests itself. Finally, the government is the 
way by which the self-interest of all manifests itself by 
guarding the interest of its citizens against unfair encroach- 
ment on the part of any group which does not seek its self- 
interest by supplying on the open market and under open- 
market conditions things for which other groups are will- 
ing to pay. © 
Unfair competition results when one group attempts to 
take advantage of another in some way other than by supe- 
rior efficiency, or in some way which does not conform to 
the rules of the game, the rules necessary to protect weaker 
groups from those whose competition is not for the ultimate » 
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benefit of the consumer. Monopoly forms of unfair compe- 
tition are attempts to abolish competition, while the com- 
petition of foreign labor with native labor, and employers 
of foreign labor with employers of native labor, tends to 
drive out of these industries the competition of native labor. 

The remedy for unfair competition is to force unfair 
competitors to do business on a higher plane. If the nat- 
ural workings of economic forces, such as collective bar- 
gaining, public opinion stimulated by self-interest, etc., can 
right unfair competition, the remedy is more natural and 
more desirable, especially if it results in increased efficiency 
of competition on the higher plane. Where economic reac- 
tions will not remedy such matters, or will act too tardily, 
the government should protect the common interest, espe- 
cially in those cases where the consumer is unfitted to judge 
of the articles offered him in the free competition of the 
market. 


PROBLEMS 


1. Previous to the Civil War, competition in the United States was pri- 
marily on a price basis; but after the panic of 1873, and especially 
after the panic of 1893, competition became more and more on a quality 
basis. Does this competition on a quality basis necessarily mean that 
prices are less quoted in advertisements than formerly? Give reasons. 

2. What two classes of people do the farmer and manufacturer harm when 
they put out inferior food products? Which one of these classes is 
most apt to force the regulation of quality? 

3. In what sense does the retired farmer who opens a grocery store just 
to have something to do in town establish unfair competition with 
grocers who are depending on their business for a livelihood? Why 
is it practically impossible for him to start unfair competition without 
cutting prices? In which of the economic shares (wages, interest, rent, 
and profits) is this unfair competition most evidently felt? 

4. Not only with respect to the principle of unfair competition in general, 
but with respect to personal liberty and private initiative, why should 
we be interested in seeing that the small manufacturer and the small 
retailer are not driven out by unfair competition? 

5. All trades and professions which require a license tend to afford some 
protection to their members against unfair competition. To what 
extent, and how, is the consumer interested in this protection to the 
barber, the physician, and the teacher? 

} 465 


ECONOMICS OF MARKETING AND ADVERTISING 
REVIEW PROBLEMS 


1. Make clear the general effect upon marketing of each of the four 
economic revolutions. 

2. What are the factors which determine price? Show how these factors, 
from the essential functions of marketing in our present economic 
order (Chapter II), on the one hand, create a high price for the 
services of middlemen of unusual ability, and, on the other hand, send 
middlemen of inferior ability into bankruptcy. 

3. Of the four chief contentions of the mercantilists before the time of 
Adam Smith (Chapter IV), which ones do you think are now held by 
a considerable number of people in the United States? Are these con- 
tentions defended by the same argument or by new ones? 

4. The physiocrats said the farmer was the only true producer, and that, 
therefore, he should pay all the taxes. (Chapter V.) Was this logical? 
Upon which one of the four economic factors in the farmer’s posses- 
sion does the single-taxer propose to lay the tax, and why does he feel 
that the consumer will be served by this method? (Note that there are 
four economic factors, but only three are a part of the cost of agricul- 
tural products. Chapters V and XVII.) 


CHAPTER XXXV 
COMPETITION WHICH LOWERS PRICE 


Competition WuicH Lowers THE Price or Lasor 
Competition of Laborers 
Competition of Employers 
Competition of Consumers 
Competition WxHicH Lowers PROFIT 
Competition Which Lowers Profit per Turnover 
Competition Which Lowers Profit per Year 
Competition WuicH Lowers Price or Matreriat Goops 
Competition Which Lowers Actual Price 
Competition Which Really Lowers Price Through Increasing Quality 


COMPETITION WHICH LOWERS THE PRICE OF LABOR 


Tere are four limits to price—two upper limits and two 
lower limits. All of them are not always operative, but any 
student of price determination makes a mistake in not tak- 
ing all into consideration. In the case of wages the two 
lower limits are, (1) the least amount which would induce 
enough laborers to work rather than beg or steal or get a 
living some other way than through working for those 
wages, and (2) the lower limit fixed by employers bidding 
against one another to secure enough laborers each for his 
own needs. In general this second is the practical lower 
limit in America, though especially in a time of falling 
wages the number of men who quit work rather than accept 
lower wages has an appreciable influence in keeping wages 
from going still lower. 

Like all other producible things which have a market 
price, labor has also two upper limits of price. One of 
these is the marginal utility, the highest price the thing is 
- worth to the marginal buyer. In general the marginal 


_ buyer is the man whose purchase is necessary to allow all 


that is for sale at that price to find a purchaser, and who 
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will not buy if the price goes higher because to him the 
thing is not worth more. In the case of labor this marginal 
buyer is the marginal employer who cannot afford to pay 
as much as the intramarginal employer. He may be able 
to pay more than the market price, but if the price of labor 
is forced higher and higher this marginal man is the one 
who will first drop out of the labor market. 

The other upper limit of price is the price which would 
bring a greater supply into the market than the market 
could absorb at that price. As the total labor supply is 
practically fixed, this evidently cannot be a price which af- 
fects the labor market as a whole; but it is an upper limit 
in any given trade, for if wages be forced up too much 
higher than in other fields a rush of labor to this industry 
will bring wages down. Normally, however, there is just 
one upper price limit for labor, just one upper limit to 
wages, and this is the highest amount the marginal em- 
ployer could afford to pay. 

1. Competition of Laborers.—Wages are normally some- 
where between two limits, the upper what the marginal em- 
ployer could afford to pay rather than go out of business, 
and the lower the amount he would find it necessary to pay 
in order to get the necessary amount of labor. Between 
these two limits, however, there may be a considerable 
range in price, and some factors tend to make actual wages 
near what is normally the lower limit, while other factors 
tend to raise wages toward what is normally the upper 
limit. Most important of those influences which tend to 
keep wages from reaching the upper limit fixed by the util- 
ity to the marginal employer is the competition of laborers 
for positions where wages would go higher if there were a 
labor scarcity. . 

The competition of laborers tends to make wages ap- 
proach the lower limit, or rather, it keeps them from ap- 
proaching the upper limit fixed by what the marginal em- 
ployer would pay rather than not secure laborers. Espe- 
cially is this true in those industries in which the employer’s 
’ profit is such that in order to secure the best workmen he 
468 


COMPETITION WHICH LOWERS PRICE 


would pay much more than the current wages in similar in- 
dustries. In such cases the practical upper limit is this 
extra marginal supply, and there is much more of this ac- 
tive bidding down of price than many believe. When nor- 
mal winter wages on a farm were fifteen dollars, a farmer 
who paid twenty dollars one winter would be literally 
swamped with applications for the next winter, equally good 
men offering to work for less than twenty. In cities as a 
tule the bidding down is manipulated by employers offer- 
ing lower wages and laborers accepting them, but it is the 
competition of the unemployed which is really lowering 
wages.* 

As a rule, this competition of labor works through the 
competition of idle labor, as in the case of there being an 
oversupply of girls who want to work in department stores, 
and in such cases the employer can reduce wages and still 
get enough labor. Nevertheless, even in times of prosper- 
ity the willingness of labor to quit work and trust to get- 
ting a job elsewhere tends to create a floating supply who 
drift from one job to another and from city to city and thus 
create a real competition with the employed which employ- 
ers may take advantage of and, if not actually lowering 
wages, keep them from going higher. ' 

2. Competition of Employers.—It is much more common 
for the competition of employers to result in the raising of 
wages, as the normal tendency in competition is for the 
competition of buyers to raise price and the competition of 
sellers to lower price. When the competition of employ- 
ers is in selling their product, however, and especially when 
this competition is sharp enough to lower their profits very 


1 One form of this competition of the unemployed is well illustrated by the 
method used in one of the larger cities of the United States in December, 1920. 
An employer inserted a want ad for a man and one for a woman and received 
_ over two thousand replies. He therefore cut the wages of all his employees, 


___ and needed only to show, to any who protested, the stacks of applications. 


This is an extreme case of an unscrupulous employer getting a club to hold 
over the heads of his employees, but a still more unscrupulous policy is pur- 
sued by those who displace regular laborers by hiring apprentices and then 
discharge the apprentices at the end of their apprenticeship period through 
which they have labored in the hope of higher wages. 
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materially, the employer tries to cut expenses in every di- 
rection, and if labor is plentiful or if it is possible to use 
cheaper grades of labor, this competition for the market 
may result in lowering wages. 

Much more serious in its effects on labor is the case when 
competition for the market forces the competitors into co- 
operation to reduce costs. If the fruit raisers of one section 
are receiving low profits when their goods are sent to the 
central markets, their conventions will stress the fact that 
they must either increase selling price or reduce expenses. 
In this latter respect two courses are open to them, the 
first being to increase their efficiency and thereby reduce 
cost per box and the second being to reduce actual expendi- 
tures. To the small-minded man this latter is the first 
thought, and the general low. scale of wages for farm labor 
before the war was due to the fact that the farmers were 
much more successful in enforcing their opinions as to what 
constituted a fair wage than were the employers in cities. 

3. Competition of Consumers.—Money wages and real 
wages are two distinctly different things. Five dollars a 
day in 1912 was a much higher wage than eight dollars a 
day in 1920; and $100 a month in a small town where living 
expenses are low is a higher wage than $200 a month in 
Chicago or New York. In all comparisons of wages it is 
the real wages which should be compared; not the amount — 
of money a man receives, but what he can buy with it. It 
is with respect to real wages that the competition of con- 
sumers lowers wages by the natural effect of competition in 
raising the price of the things the laborer buys. 

This is of importance in considering the question of 
wages because of the tendency of wage-earning classes to 
spend all they get, no matter what that is. The tendency 
should not be declaimed against too strongly, as it is the 
natural process by which the standard of living is raised; 
but if into this standard of living there could be introduced 
the idea of money in the bank and stock in substantial in- 
dustrial enterprises as preferable, say, to silk underwear 
and silk shirts and more clothes than can be worn out, the 
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lessened demand for such articles would lower the market 
price. Without question, one great cause of the great in- 
crease in retail prices which marked the war was that peo- 
ple receiving greater wages than ever before went onto the 
retail market and actually competed with one another to 
see who could buy things which yielded the merchant greater 
profits. sare 

When the wage earner develops into an intelligent buyer 
he thereby increases his real wages; and in this respect the 
wife who buys intelligently actually increases her hus- 
band’s wages. In fact, it is perfectly evident to any stu- 
dent of social conditions that the prosperity of the home is 
more dependent on the skill of the wife in buying than on 
the husband’s wages, with perhaps the proviso added that 
the efficiency of the wife is more often handicapped than 
helped by the husband’s attempts to guide family expendi- 
tures instead of throwing the responsibility on the real 
buyer for the home. 


COMPETITION WHICH LOWERS PROFITS 


The competition in which the consumer ought to be in- 
terested is the competition which lowers profit per turn- 
over, though the competition in which too many of them 
seem to be interested, if we are to judge from conversation 
and newspaper articles, is the competition which lowers 
profits per year. Without in any way standing sponsor for 
_ the reliability of the figures published by the great meat- 
packing companies, the general public feeling is that even 
if they do make less than a cent a pound on meat, yet if they 
make 50 per cent or 100 per cent or even 25 per cent on their 
capital it is too much. There is, in fact, a general feeling 
that if the man who owns the local slaughterhouse must 
have three cents net profit per pound in order to make a 
living, he is not robbing the public, but that the meat packer 
who increases his volume and rapidity of turnover to such 
an extent that he makes 50 per cent a year on his capital is 
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robbing the consumer even though he makes only half a 
cent a pound. 

In considering either phase of the competition which 
lowers profits we should place upon the great body of con- 
sumers the proper burden of responsibility. If a store is 
content with low profits and wishes to reduce the price to 
the consumer still more by cutting sales expense by low 
rents, less variety, fewer high-priced goods, and more 
staples, it is only by the co-operation of the consumer that 
this can be done. If the consumer insists on trading at a 
store with ceilings as high and as well lighted as a great 
railway station, he must expect to pay for these things. If 
the woman who wants to buy a dollar’s worth of muslin 
wants to walk past a half-million dollars’ worth of goods 
on the way, she must expect to pay for the privilege. The 
fact is that so many people do prefer to trade at big stores 
that the volume of business done enables them to carry ex- 
pensive and needlessly diverse stocks and yet compete more 
or less successfully in price with the smaller stores which 
could serve more efficiently the needs of the more intelli- 
gent buyers. In every great city in the United States, how- 
ever, there are community stores which sell equally good 
goods at lower prices than the great downtown stores, and 
a greater intelligence on the part of the buying public would 
enable these stores to sell at a still lower profit per turn- 
over without lowering their profit per year. © 

1. Competition Which Lowers Profit per Turnover.— 
Retail dealers by their business policy divide themselves 
into two main groups, those who depend primarily upon the 
residualist process and those who depend primarily upon 
their productive efficiency as entrepreneurs—that is, upon 
their ability to do more with less expenditure of money. It 
should be evident that those who depend primarily upon 
the residualist process do all they can to avoid the competi- 
tion which lowers price to the consumer; in fact, it is this 
tendency which is behind the whole system of price fixing 
which honeycombs our retail-trade situation. . 

Government investigation and government attempts at 
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fixing antiprofiteering standards have alike missed the 
whole point of distinction. The important thing is to put a 
premium not only on low profit per turnover, but on higher 
entrepreneur efficiency which reduces selling cost. If one 
merchant buys goods for sixty-six cents and sells them for 
one dollar and another merchant sells the same goods for 
ninety cents, both the government and the consumer should 
_ have sense enough to realize that even though the second 
merchant makes 100 per cent a year and the first merchant 
only 10 per cent a year the second merchant and his type 
of business is the one to be encouraged. 

Greater efficiency must have the reward due to greater 
efficiency ; and the public interest in competition is not only 
not confined to yearly rate of profit, but should be directed 
to encouraging efficiency. It is the inefficiency of the mar- 
ginal man which really fixes cost as high as it is, and the 
government marketing investigations can do more for the 
consumer by teaching the small retail stores how to do busi- 
ness at less cost per dollar of sales than by investigating 
the profits of large stores or attempting to work out co- 
operative substitutes for the small stores. 

It is the competition between different types of stores 
‘quite as much as the competition between stores of the same 
type which really lowers price to the consumer; and to a 
very great extent it is this competition which spurs entre- 
preneur efficiency quite as much as competition within the 
group. The department store, the specialty shop, the low- 
rent sections, and community stores are all in competition, 
and though the competition is not on a price basis pri- 
marily, it has reactions on price. 

_ To put the problem in another way, there are three senses ' 
in which the average man thinks of the profit of the retailer, 
gross profits per turnover, net profits per turnover, and net 
profits per year. He is apt to feel aggrieved if either of the 
net profits is large, and for this reason the advertising of 
merchants and manufacturers who want to ward off charges 
_ of profiteering are generally directed at proving low profit 
per turnover. The customer really ought to be more inter- 
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ested in the reduction of gross profit per turnover, and he 
should be interested in net profit per turnover only as it 
affects gross profit per turnover. If two stores are selling 
thirty-five-cent hosiery the real point of interest to the con- 
sumer should not be whether one makes five cents clear on 
each pair and the other only one cent clear, but whether 
one is giving his customer the best hose he ean buy for 
$2.80 a dozen, while the other pays only $2.60. For the 
efficiency of the man who pays $2.80 may turn him in a 
larger profit than is made by the man who pays only $2.60, 
and the customer’s real interest is not in which makes the 
most, but in which gives him the best value for the thirty- 
five cents. 

2. Competition Which Lowers Profit per Year.—Gross 
profit per turnover is the profit which affects the customer 
most vitally; but net profit per year is the all-important 
thing for the entrepreneur. By buying at the same price 
as his competitors and selling at the same price he may 
make greater or less profits than they do. His efforts to 
increase the volume of his business may eat up more in ex- 
‘penses than they bring in in gross profits. Foolish adyer- 
tising is a fundamental cause of bankruptcy both in retail 
stores and in manufacturing plants; and just mere slow- 
ness on the part of salesmen may make their salaries eat 
up too large a part of the gross profits on the sales they 
make. 

Generally speaking, the more efficient entrepreneur meets 
competition with a higher efficiency that often increases in- 
stead of decreases the yearly net profit. It is the ordinary 
entrepreneur, the man without resiliency and initiative and 
resourcefulness, whose net yearly profits are reduced by 
competition. This may happen either through increase of 
selling costs, advertising, interior decorations, more money — 
spent on clerks, etc., as a way of meeting competition, or it 
-may happen through his cutting down his gross profit per 
turnover either by reducing price or paying more for his — 
goods to secure better quality.. It is only the reduction in — 
' price or the improvement in quality in which the consumer 
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should be interested; but in either of these two cases only 
the failure of consumers to buy intelligently will allow com- 
petitors to avoid meeting the new standard of value, and 
only the more efficient will escape without the reduction of 
their net yearly profits. 


' COMPETITION WHICH LOWERS PRICE OF MATERIAL GOODS 


The basic principle involved in the competition of sellers 
appears much more clearly in such products as wheat or 
corn of a given grade, for here it is the product itself which 
brings the price rather than a product plus a service. For 
purposes of illustration such markets also have an advan- 
tage in that we can assume a higher degree of intelligence 
in the buying process. With the quality established, the 
price is the deciding factor in a way impossible in retail 
selling of commodities of which the customer is not a judge. 
In wheat it is the competition of the sellers which lowers 
price and the competition of the buyers which raises price. 
Radical modifications must be made, however, as to how 
competition affects price in merchandising. 

1. Competition Which Lowers Actual Price-—Much of 
the competition in merchandising, much of the keenest com- 
petition, does not lower actual price. It may, in fact, almost 
or altogether wipe out net profits without having anything 
like the effect on general price level which it seems to have 
to those who watch the newspaper advertisements; and this 
may be true even when a great deal of the advertising cam- 
paigns are based on price reductions... For some one must 
_pay for those price reductions and if the competition is so 
strenuous that the competitors increase selling costs it may 
be that their net profits per turnover will not allow them to 

reduce price levels. 

In such cases, and in advertised price Soldeedoe the 


_ original price is made high enough, first to furnish a greater 


margin of profit to take care of increased selling costs and 
_ losses by price cuts, and second to allow of price cutting 
for special sales without too great an actual cut in real 
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gross profit. Only a small number of articles, compara- 
tively speaking, could be mentioned in a solid page of price - 
quotations, and advertisements based on price cuts are apt 
to be much more effective if some space is given to exalting 
the quality of the goods offered at such special prices. 

In a time of shifting prices, of course, competition is the 
process through which prices are adjusted to their new 
level; and as prices are shifting more or less all the time 
there is a competition which lowers price going on more or 
less constantly. This makes itself more evident, however, 
in the competition of wholesalers for the trade of retailers 
than in the competition of retailers for the consumers’ 
trade; for the retailer buys on a price basis always, quality 
considered, while the consumer, even when he tries to do 
otherwise, buys on a quality basis, since his judgment of 
values is not accurate. enough for him really to buy on a 
price basis. In the fall of 1920, for instance, a general drop 
of 20 per cent in price was demanded by consumer expecta- 
tions, and goods were reduced in price; but there was, as a 
rule, a corresponding reduction in quality. The manufac- 
turer simply cheapened the goods enough to allow him to 
make his same rate of profit, allow the retailer to make the 
same rate of profit, and yet sell the goods at 20 per cent 
below the previous year’s prices. And in the price reduc- 
tions of September to December it was old goods that were 
really cut in price rather than the new; and many of the 
goods so reduced had in the previous year been marked up, 
often more than once. 

2. Competition Which Really Lowers Price Through In- 
creasing Quality—Competition benefits the consumer in 
two ways—first and most important by stimulating effi- 
ciency, and secondly by reducing profits in each field to the 
normal level of profits. It is not a benefit to the consumer 
for profits to be cut below the level which will insure effi- 
cient production, and the recent agitation for the. elimina- 
tion of profits is logical only when it is part of the agitation 
to overthrow our present order. For profits is the incen- 
‘tive to entrepreneurs to establish new businesses and to 
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_ Maintain those already established, and it is this phase of 
initiative which is primarily responsible for the productive 
efficiency of our present order. 

~ The only competition, therefore, which really adds to the 
wealth of the community is the competition which increases 
efficiency. In other words, competition which reduces 
profits to normal is a part of the distributive process, while 
the competition which increases efficiency is a part of the 
productive process and through increased production also 
affects distribution. As to reducing profits to normal, com- 
petition may on the one hand reduce the share which goes 
to the entrepreneur by forcing him to give more cost value 
or more service value to the consumer; and on the other 
hand it may so increase his selling costs that even though 
his own net profits are less he gives the consumer no more 
value and may be forced to give him less. 

The marked tendency of competition is to increase qual- 
ity wherever possible rather than to compete on a strictly 
price basis, or to meet the price basis by goods of lower 
quality. In either case the true function of price cannot 
make itself felt, and the unwillingness of the consumer to 
take the trouble whenever he buys anything even to exer- 
cise what intelligence he has is primarily responsible for 
price not being a more vital part in competition. It would 
be far worse still if the retailer did not protect his custom- 
ers by buying on a price basis and selling largely on an 
established margin as a way to effective selling competition. 
_ Each new article in a given field endeavors to make a 
_ market for itself by selling at the established price some- 
thing which is in some way superior to the articles on the 
market. It is true that very often these superiorities are 
salesmanship superiorities rather than actual utility supe- 
riorities, a more attractive package, an advertising stress 
on qualities common to all, etc., or even just superiority of 
salesmanship; but it is also true that every actual improve- 
ment becomes the source of salesmanship superiorities, and 
that, therefore, actual improvements are eagerly sought 
_ for. In proportion as actual improvements take place the 
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consumer benefits as long as the price remains the same, 
and it is this improvement in quality by which competition — 
most directly and most immediately benefits the consumer. 

Summary.—Competition has two main functions in low- 
ering price, first by increasing productive efficiency, and 
second by directly affecting distribution. It directly affects 
distribution when it lowers net profit, but the consumer is 
benefited only if quality is increased or price lowered. As 
to wages there is under normal conditions comparatively 
little lowering of wages by explicit competition of laborers, 
but an abundant labor supply undeniably tends to lower 
wages by what is essentially competition of many laborers 
for fewer positions. When we think of competition lower- 
ing price, however, we think primarily of price of pro- 
ducible goods, and so far as lowering this price is concerned 
we find that the competition which directly affects distribu- 
tion is limited chiefly to those cases in which entrepreneurs 
take less profit per turnover as a means of competing for 
volume. 

The most important effect of competition in lowering 
price is through increasing productive efficiency. Greater 
efficiency means more product per unit of factors consumed 
in its production, and this means lower actual price or lower 
real price through increase in quality. The increase may 
at first go to the entrepreneur alone, but competition will 
reduce his profits at least to something like normal; and as 
the increase in wages is also limited by wages in other fields 
any considerable increase in efficiency will benefit the con- 
sumer. 

PROBLEMS 


1. In a town of 2,500 a new industry is being developed of such con- 
siderable proportions that it is necessary to secure labor from outside. 
What is the lower limit of wages under these circumstances? (This 
means how high must wages be?) 

2. If because of highly advantageous local conditions this industry could 
pay double the wages of neighboring cities, what would the upper 
limit of wages be? (This means what would keep wages from being 
twice as high as in neighboring cities even if employers were willing 
to pay all they could afford to?) 
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. An industry in a large city employs a considerable number of unskilled 


workmen. Assuming that there is not a recognized wage scale on the 
part of either workmen or employers, what will be the upper and lower 
limits of the wages paid for this type of labor by a well-established 
concern, one of the leaders in the industry? 


. In twenty of the large department stores in different sections of the 


United States in 1919 the amount expended in advertising varied from 
3 to 5 per cent of the grosssales.. Assume that in one store the original 
cost of goods is 65 per cent of the sale price and that the net profit 
per turnover is 5 per cent when the store is spending 3 per cent of its 


_ gross sales for advertising. Granting that there is no other added 


expense, by how much must the store increase its sales to justify spend- 
ing 5 per cent of its gross sales on advertising? (Assume $5,000,000 
original sales and prove by total sales, total expenses, and net profits. ) 
Suppose a shoe store is doing a business of $100,000 a year without 
advertising, how much must it increase its sale to pay it to spend 5 per 
cent of its gross sales on advertising? Assume no other added expense, 
that the present invoice cost is 65 per cent of the selling price, and that 
the profit per turnover has been 3 per cent. 


REVIEW PROBLEMS 


In 1500 the laborers had a big advantage over employers, but in 1800 
the advantage was with the employers. How would you explain this 
under the theory of the nature of value as developed in Chapter VI? 
What is the essential difference between the Ricardo and Marx concep- 
tions of the labor theory of value? 

What is the effect on the volume of buying at stores if customers believe 
the merchants are depending on residualistic methods rather than 
entrepreneur efficiency? 


» Why do many regard foreign markets as a necessity to prevent the evils 


of overproduction and what is the economic fallacy involved? 


. What is the proper relation of imports to the home industries of a 


nation? Of a community? 
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COMPETITION WHICH RAISES PRICE 


CoMPETITION or Buyers Wuicu Raises Price 
Competition of Demand for Present Use 
Competition of Demand for Future Use 
CoMPETITION OF SELLERS WHICH Raises PRICE 
Raising Price as a Means of Competition 
Raising Price Through Shifting the Plane of Competition 


COMPETITION OF BUYERS WHICH RAISES PRIOE 


THe normal result of the competition of buyers is to 
raise price. When houses are scarce and many people 
must have houses the price of a house is not directly de- 
pendent on how much it cost, but upon how many such 
houses there are for sale, how many stand ready to buy 
them, and what prices they are willing to pay rather than 
let some one else get the houses. If one man is willing 
to pay $10,000, one would pay $8,000, and one would pay 
$7,500, it is evident that if there are only two houses for 
sale to the highest bidder the price of each will be some- 
thing over $7,500 but not over $8,000. The man who 
would pay $10,000 rather than go without does not need 
to do so, as there is no one to bid the price above $8,000, 
while the man who is willing to pay $8,000 must bid it 
up over $7,500 in order to keep the third man from get- 
ting it. 

In order to show the normal influence of the competition 
of buyers and sellers a regular supply schedule and regular 
demand schedule for shoes will be taken for illustration. 
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Dremanp Scuepute SHowine Dirrerent Amounts WHICH 
Wovu.p Bre Bovueut at Dirrerent Prices 


100, 000,000 pairs wend be bought : PPIS Wore is s\55 6 eek the $5.50 
90,000,000 ys cS La REE aT eee Rr ae 6.00 
80,000,000 “ ge aes Pa eet SHH Usotatele: 55) Sse yet Wareescate 6.50 
70,000,000 + “ eh ce a Laat oteleth Ge she tsie gaia este 7.00 
60,000,000 “ Eta hey get HAE BSF Ata sala tala a ee 7.50 
50,000,000 “ yee LB PEE gon eo Metre en os 8.00 


Suppiy Scuxpute SHowine Dirrerent Amounts Wuicu Coup Br 
- SUPPLIED aT DirrerEent Costs, Incuupine 4 NorMAL Prorit 


50,000,000 pairs could be supplied at a cost of...............00- $6.00 
60,000,000 “ (10, pa 000 ipore) eould ne puppped at . cost of.. 6.50 
70,000,000 “ as Se 257) 
: 80,000,000 66 “ec if “cc 6b “ 6c“ &“ (Ti Sys 7.50 
90,000,000 “ “ec 6c it it if (imei) “ sc oy 8.00 
100,000,000 6 6“ ‘“ 6b 6 “ 6 6 “ .. 8.50 


Why will price, under these conditions, be established 
at $7? The general answer is of course that this is the 
price at which supply and demand are equalized. The 
more specific answer is that the buyers will not let price 
drop as low as $6.50, and the sellers will not let price go 
as high as $7.50. 

The competition of buyers raises price, not because 
buyers want to pay high prices, but because, rather than 
go without what they want, they will bid the price up to 
get part of a limited supply. That actual scarcity is not 
necessary was made evident in the case of the sugar 
profiteers and the gasoline profiteers in their price 
manipulations in 1920. By rationing out the amount put 
on the retail market the people were convinced of its 
searcity, and they bought and hoarded both gasoline and 
sugar. The sugar sources, however, could not be con- 
trolled, and when increased amounts were thrown on the 
market the price broke. Furthermore, when the price 
broke, everyone began to use the sugar hoarded in the 
attic instead of buying at the cheaper prices. They felt 
sure that price would fall still more, and the fact that the 
amount bought at retail fell off while the hoarded sugar 
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was being used up hastened further the fall in the price. 

In the two tables above we assume that the facts are 
known to both buyers and sellers. Those who stand ready 
to buy 70,000,000 pairs at $7 will not allow the price to 
drop to $6.50, or will bid it above that price, first, because 
only 60,000,000 pairs can be produced at $6.50, and second 
because, if price is only $6.50, there will be buyers for 
80,000,000 pairs. Buyers, therefore, bid the price up for 
two reasons, first, m order to get a sufficient supply pro- 
duced or put on the market, and second, in competition 
with other buyers to bid the price up to shut out those 
other buyers. In this case the buyers of the extra 10,000,000 
pairs who will come into the market only if price drops to 
$6.50 are shut out by the competition of those who are 
willing to pay $7 for 70,000,000 pairs, and who bid the 
price above $6.50 to shut out these extra buyers. 

On the other hand, the sellers will not let the price rise 
to $7.50 for only 60,000,000 pairs are wanted at this price, 
and 80,000,000 pairs will be placed on the market. They 
therefore bid the price down for two reasons; first, to 
so increase the market demand for shoes that all the 
70,000,000 will be wanted, and second, to shut out from 
the market those who can supply those extra 10,000,000 
pairs if the price is $7.50, but cannot if the price is less. 
In short, sellers compete against sellers and by so doing 
lower price, just as buyers compete against buyers and 
by so doing raise price. 

An added phase of the price question, one in which the 
consumer is keenly interested, might be shown in connec- 
tion with this table. What would happen if all the shoe 
manufacturers could get together and agree to manu- 
facture the number of shoes which would bring them the 
most profit? This becomes a question of how monopoly 
price is fixed and how it affects the consumer. If we 
assume that the normal profit per pair is $1 we will have 
the following schedule, the $1 profit being now oni ites nei 
selling price less cost may show total profit. 
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50,000,000 pairs will cost $250,000,000 and sell for $400,000,000 
60,000,000 “ “ 330,000,000 “ “ 450,000,000 
70,000,000 “ “ 420,000,000 “ “ 490,000,000 


Evidently they will make the greatest profits if they 
manufacture only 50,000,000 pairs, but in so dowmg they 
commut the two crimes against the consumer which are 
the basis of our fights against monopoly and the reason 
why the consumer rightly feels he is being robbed when 
free competition is not maintained. First, the buyers of 
20,000,000 pairs have been shut out of the market, and thus 
_ those who have perhaps the greatest human need have 
been deprived of the chance to buy shoes; and second, 
the buyers of the 50,000,000 pairs have been charged 
$50,000,000 more than the shoes would have cost them if 
the price had been determined under free competition. 

1. Competition of Demand for Present Use—When we 
speak of supply at a given price we mean the amount which 
will be furnished at that price. A five-cent rise in the 
price of sugar in the course of a few days did not make 
possible the manufacture of any more sugar for the imme- 
diate market; it merely induced people who were in pos- 
session of vast quantities of sugar to put some of it on 
the market. Nor is it at all necessary, in order to explain 
how sugar was kept at a price so high above the cost of 
production during 1920, to assume that those who held 
such large quantities off the market had either an explicit 
or tacit agreement to keep sugar so scarce on the market 
as to raise price. If a man thought that sugar was going 
to rise greatly in price and that by holding on to the sugar 
he had he could make more than by selling and buying 
more and reselling, he would naturally hold his sugar for 
a higher price, just as the farmers used to hold their wheat 
until the next spring. While there was an abundant amount 
of sugar in the United States, therefore, so abundant that 
even at the unheard-of prices more was actually bought by 
consumers in the United States during the first eight 
months of 1920 than in the first eight months of any pre- 


vious year, yet the supply put on the market at any given 
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time except immediately after a sharp rise in price was 
always small enough to keep people buying eagerly, to keep 
buyers competing for the available supply. 

The flouring mills of the country want only a small 
amount of the total wheat crop for their monthly needs, 
and they need not, therefore, bid up the price to a point 
which would bring in the total crop to market. In any 
field where the supply is in one crop for the year, it is 
hard to separate demand for present use from demand for 
future use, as both buyers and sellers have in mind the 
total supply. It is nevertheless true that in order to 
bring enough goods on the market to satisfy present de- 
mand the price must be raised to a point which will bring 
them to market from those who have the goods to sell; 
and the process by which this rise in price takes place is by 
the competition of buyers for the amount actually on the 
market. 

In a small country place with no buyer of poultry for 
the city market, the price of poultry remains low. In fact, 
in view of the small local demand and the probably large 
supply the price may still remain low even if there are 
two buyers for local needs. So also the price will not 
rise as high in this local market if there is only one buyer 
for the needs of a neighboring large city as if there are 
two who are actually bidding against each other. In other 
words, there are for poultry, as for other things, two lower 
price limits, one the price necessary to bring the supply 
actually upon the market, the other the one established 
by the competition of buyers. 

2. Competition of Demand for Future Use.—lf all the 
eggs which are laid in May and June had to be eaten during 
those months the price of eggs would be much lower than 
it is. Many families, however, buy up eggs in May for use 
in December and January, and the cold-storage companies 
buy huge quantities. Thus the competition of those who 


buy for future use raises the price for present use. What 


really happens is in the nature of price equalization, for 


just as the price of eggs in May is raised so the price 
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_ of eggs in December would be much higher if it were not 
for the competition of cold-storage eggs with the eggs 
laid in December. 

This competition of demand for future use has a func- 

tion in price equalization in the great staples such as 
wheat, corn, and cotton which is not generally under- 
stood. Itis the function of price to regulate economic activ- 
ity, and if so high a price is paid in September, October 
and November for wheat for consumption as to get too 
large a proportion of the crop consumed, the short- 
age in May and June may be so acute as to send prices 
soaring so high as to work economic evil. Those who study 
the market, therefore, and agree in September to deliver 
wheat the next March at a given price, perform a highly 
important function both in stabilizing the price of wheat 
in September and in insuring that wheat will be available 
the next spring at a price not too widely different from 
that prevailing in September. Without in the least deny- 
ing that speculators may cause market fluctuations which 
serve no economic needs of the nation as a whole, and which 
may, if unregulated, victimize the public, it is therefore 
important for the student to understand how this specula- 
tion in wheat does have a highly important economic 
function. 
In the first place, this speculation which fixes price in 
advance prevents a much more destructive process, buying 
to hoard. No one is going to pay three dollars for some- 
thing in September with the intention of holding it for 
_ higher prices if some one who is responsible will guar- 
antee to deliver it to him any time during the year for 
$2.50. Moreover, in addition to government reports these 
speculators have their own private sources of information 
as to the amounts of wheat available for the year in the 
_ United States, the probable December crop in Argentine, 
etc.; and as they have also estimates of the amounts de- 
_ manded for use in different countries, they have a real 
_ basis for determining what price will really equalize supply 
and demand throughout the year. This having been deter- 
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mined, the price for September and the price for May are 
related directly by storage and interest charges and by 
shrinkage. On the one hand, therefore, the majority of 
those who have wheat will not hold it for more than the 
May first price, and the buyers of wheat for milling pur- 
poses will not be compelled to pay widely fluctuating prices. 


COMPETITION OF SELLERS WHICH RAISES PRICE 


Tt is not the normal function of the competition of sellers 
to raise price. Something, in fact, would seem to be wrong 
with the system where competition so fails in its natural 
results as to allow the competition of sellers to raise price 
instead of lowering it. In the preceding section we have 
seen that the sellers normally lower price for two reasons. 
First, the sellers lower price in order to bring into the 
market enough buying demand to equal the supply which the 
sellers wish to dispose of. Second, the sellers compete with 
one another as to who shall supply this demand, and it is the 
competition of these sellers which lowers price to the point 
which will shut enough sellers out of the market to allow 
the others to fill the demand. Nevertheless, in the actual 
working out of market forces, there are conditions under 
which the competition of sellers actually raises price, and 
these conditions are so widespread that in the interest 
of both sellers and consumers they need to be understood 
and rectified. 

The consumer depends upon competition to keep the 
price of the product reasonably near the cost of production, 


and his interests in competition are because this normally 


involves low price to the consumer. In the first place, com- 
petition normally means increased efficiency, which means 
lower cost to the producer, and in the second place if the 
producer is forced by competition to sell at or near this 


lower cost the consumer will benefit by the process. If cer- — 


tain types of competition actually mcrease costs to the 4 

producer, however, whether the producer is a manufac- : 

turer or a retailer, such types wil just as naturally m- 
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crease cost to the consumer. It is such types of competition 
which are wasteful, wasteful to the nation sometimes, 
wasteful to the producer sometimes, and hostile to the 
interest of the conswmer always. 

1. Raising Price as a Means of Competition.—Most 
raises in price take place through other causes. The pro- 
ducer may raise price to get an extra profit just because 
there is not enough selling competition to keep price down. 
Many producers raise price by the co-operation of other 
producers, which really means by the elimination of com- 
petition. This method is essentially the one followed alike 
by the manufacturers of binders, certain groups of re- 
tailers in cities, and the lemon growers of California; 
but the various aspects of selling co-operation will be taken 
up in the chapter on that subject. On the other hand, 
though most raises in price take place by the elimination 
or suspension or lack of effectiveness of competition, yet 
one or two specific cases should make it evident that the 
regulative principle itself may be self-destructive, that 
the principle of competition of sellers which is normally 
the price-lowering force may in fact become a price-raising 
force. 

Attention has already been called to the fact that when 
a certain tooth paste was placed on the market it could 
have been sold at a profit for 25 cents, but that it was de- 
cided to sell it for 50 cents. There were so many tooth 
pastes on the market that in order to establish this new 
one as one of the leading brands a very expensive adver- 
tising campaign was decided upon. If the tooth paste 
were sold to the retailer for $2 a dozen, to retail at twenty- — 
five cents, an appropriation of 50 cents a dozen for ad- 
-vertising would have something like the folldwing effect: 
Total sale, $2.00; less 25 per cent for sales, discounts, and 
bonuses, $1.50; less 50 cents for advertising, $1. Total 
remaining to cover costs and profits, $1. On the other 
hand, if the retailer were to sell for 50 cents a tube, the 
manufacturer could get $4 a dozen; less 25 per cent for 
sales, discounts, and bonuses, $3; less $1 for costs and 
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previous profits, $2; amount remaining for advertising and 
additional profits, $2. As it was decided that the minimum 
amount for advertising which could make and keep this 
tooth paste one of the best sellers was 10 cents a tube on 
the amount which could reasonably be expected to be sold, 
the price was fixed at 50 cents. And it was fixed at 50 
cents primarily because of competition, as a means of effec- 
tive competition for the market trade in tooth paste. 

The department stores are another type of business in 
which the raising of price has been a means of competition, 
in which competition has literally forced raising prites. 
This rise in price through competition is net confined to the 
department store, but is true also of many specialty shops 
in the larger sense of the terms—shoe stores, grocery 
stores, clothing stores, etc. In many of these other stores, 
however, the raise in price is due to an attempt to shift 
the plane of competition or as a method to secure more 
than normal profits, while the department stores in general 
have followed much the same line of development and for 
much the same reason. 

It is well within the facts to say that from 1900 to 1914 
the selling costs of the department stores increased 10 per 
cent. This increase did not come through increase in the 
wage scale, but rather as the result of a greater striving 
for business which actually increased the cost of selling a 
dollar’s worth of goods. Increased advertising, increased 
number of clerks, increased stocks, and increased cost 
of window and interior decorations have not all produced 
proportionate returns to the money invested in the process - 
of 1900. In part this is due to increased competition, ¢om- 
petition which has made it harder to sell a dollar’s worth 
of goods; but in large measure it has been due to the fact 
that the methods adopted under the stress of ever-increas- 
ing expansion made the cost of selling greater. 

Much of the responsibility for this increase in price 
must rest on the department stores. Increased efficiency 
should result in lower price, and an increase in price was 
not only necessary as a result of the increase in selling 
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costs, but stores deliberately increased their selling margin 
to allow of forms of competition which depended upon 
confusing the customer’s sense of values rather than upon 
aiding him in buying wisely. After all has been said that 
ought to be said about the willful stupidity and sheer lazi- 
ness and lack of moral courage on the part of buyers (and 
a great deal ought to be said), the fact remains that a legiti- 
mate commercial transaction must benefit the buyer as well 
as the seller and that the seller is not merely morally, but 
commercially, responsible for the education of the buyer 
infespect to the buyer’s best interests. Consumers, there- 
fore, have a right to complain of the inefficiency of a 
marketing system or a merchandising system which in- 
creases the cost of getting goods from producer to con- 
sumer. Even if consumers could right this system by 
patronizing those stores, sometimes the smaller ones, 
which do stress price and would stress it still more if given 
intelligent co-operation by consumers, the rising tide of 
public condemnation of excessive costs of distribution will 
continue to condemn not the inefficiency of the buyer, but 
the methods of the seller. 

2. Raising Price Through Shifting the Plane of Compe- 
tition.—Much of the rise in price through shifting the plane 
of competition is an economic waste. In fact, the shifting 

of the plane of competition is often just a way of inducing 
the customer to dispense with what little judgment of 
value he possesses. When a man buys shoes he buys shoe 
service, durability, style, comfort, etc., but if anything in- 
duces him to believe that one pair of shoes is worth $10 
when he could get an equally good shoe for $8, there is on 
_ the face of it something wrong which no explanations can 
evade. It is true, perhaps, that the store furnishings are 


; better in the store in which he pays the extra two dollars, © 
__and the clerks may be more polite; but the economic justifi- © 


 eation of better furnishings and more politeness is whether 
_ they deliver more value to the consumer. 
A certain value may accrue to customers from trading 
at an exclusive establishment; it may even be true in some 
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cases that the important thing about a woman’s coat is 
not how it looks on her, but where she is known to have 
bought it; but such justifications smack strongly of sophis- 
try when one considers how many specialty shops delib- 
erately victimize their patrons. If as a means of adding 
ten dollars to each suit of clothes a tailor spends extra 
money in display, and on the basis of this without increas- 
ing his quality is able to increase his price, the fact that his 
house passes for a high-class establishment is no justifica- 
tion, either morally or in economics, for the added ten 
dollars. 

The remedy for this tendency of competition to compete 
under such conditions as actually to increase price is one 
of the serious problems of our present order. Indeed, one 
of the serious charges made against our present order is 
that it is wasteful in production, that it uses resources 
to produce less value than might be produced by a more 
intelligent process. And it is a still more serious problem 
because so many feel that all competition of sellers which 
raises price must be pretended competition, not genuine, 
and that the middlemen are making more and more by 
co-operative price raising. 

In all probability, however, the remedy will come pri- 
marily through actual competition rather than primarily 
by direct government interference. Both consumers and 
sellers must be educated, and, though the government is 
taking an active part in educating both parties, the real 
education is being done by the intelligent self-interest of 
the higher-class manufacturers and middlemen. Yet com- 
petition which raises price, either as a means of greater 
gain or as a means of adopting selling policies which in- 
crease selling costs, will continue just as long as such 
types prove more profitable than other types. If buyers 
will put a premium on stores which do business at a low 
overhead and small direct expense, these stores will in- 
crease in number. Moreover, in proportion as the’ govern- 
_ ment and associations of retailers educate the retailer in | 
how to do business. at lower cost, the price element will 
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once more assert itself as a more dominant factor in 
. success. 

Summary.—The competition which normally raises price 
is the competition of buyers. Buyers raise price to induce 
sellers to put on the market an amount sufficient for buyers’ 
needs, but they also raise price by competing with one an- 
other to see who will get what is put on the market. 
Normally also the competition of sellers would lower price, 
but it is an important fact in present-day distribution 
that the competition of sellers is often an important factor 
in raising price. This rise in price may be to cover the 
extra selling costs involved in the method of competition 
or it may be just a way of convincing the customer that 
things are worth more because they are sold under cer- 
tain conditions and because more is charged for them. 

The buyers are in large measure responsible for the 
fact that such competition succeeds, for more intelligent 
buying would give price its due weight and put a premium 
on competition which reduced price instead of on that 
which increased price. The remedy, however, will prob- 
ably come more through the development of a competition 
which lays more stress on price and quality through the 
education of the consumer. For the present we will do 
well to acknowledge this type of waste as one of the costs 
of maintaining our present system, one of the costs of 
maintaining personal initiative and the other aspects of 
industrial freedom. 


PROBLEMS 


1. Why does the competition of rich buyers have very little to do with 

__ the price of the necessaries of life, such as bread, clothing, etc.? 

2. Point out some of the things which buyers of high-priced clothing 
demand, which add to the price of that clothing by increasing the sell- 
ing costs as distinguished from the manufacturer’s costs. 

' 8. If the price quoted on October 1 for wheat to be delivered May 1 
is $1.05, will the October price normally be above or below that price? 

_ 4, What is the effect on the price of wheat of the fact that the new wheat 

- erop of Argentina comes on the market in the winter? 
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Assume conditions under which the efforts of large stores to overcome 
the competition of small stores may actually raise the price of goods 
in both types of stores. (Do not assume that price agreements are 
entered into, but make clear how competition and the expenses of com- 
petition may raise price.) 


REVIEW PROBLEMS 


What principle in the division of labor determines that cotton mills 
should be in Massachusetts and Georgia, but not in Kansas? 

Why is even Ricardo’s labor theory of value more evidently untrue 
to-day than it was one hundred years ago? 

Entrepreneurs of inferior ability often depend upon residualistic 
methods. How does this fact help entrepreneurs of the more legitimate 
type? as to wages and men? as to market price of products? 

The Seattle Chamber of Commerce in January, 1921, as a measure to. 
provide jobs for the unemployed, urged employers to discharge mar- 
ried women whose husbands could support them. (a) What other 
classes might have been included in the lists for discharge under the 
evident principle? (b) What bearing, if any, has Say’s Law (Chapter 
IX) on this problem? 

With the exchange rate of the English pound at $3.54 (par $4.866), 
what would be the value of the goods which we would have to export 
to England to pay for £1,000 worth of woolen cloth? What did we 
have on hand to export besides raw materials and manufactured 
products? 
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ADVERTISING WHICH SUPPLANTS THE SALES FORCE 


Hven those who have no intention of attempting to sup- 
plant their sales force by advertising, either in whole or in 
part, must meet the competition of the exclusive mail-order 
houses, manufacturers who sell directly by mail, and stores 
which sell not only to customers in the store, but also to 
customers developed through their mail-order department. 
Just as a matter of studying sales methods, the comparison 
of the different methods involved should prove important, 
but as a study of advertising itself it is still more important 
for manufacturers and retailers alike to study the adver- 
tising which actually sells the goods without the aid of 
the salesman. 

_ Much of the advertising which supplants the salesman 
is advertising which sells illegitimate products, advertising 
which victimizes the consumer, but this is not in any sense 
a necessary characteristic. Two methods are used by two 
types of entrepreneurs, and it is the sale itself which is 
usually the measure of a legitimate transaction rather than 
the method by which it is accomplished. Fake mining stock 
is the basis of illegitimate sales, whether the sale is accom- 
_ plished by mail or by salesmen. Good merchandise is usu- 
ally the basis of legitimate sales whether accomplished by 
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mail-order houses or by retail stores; in fact, there are 
proportionately fewer mail-order houses which use illegiti- 
mate selling methods than there are retail stores which 
deliberately victimize the consumer. 

1. Mail Order and Low Selling Cost.—Advertising is 
able to supplant the sales force to best advantage when the 
articles handled are those with which the customer is 
already familiar or when they fill such standard needs as 
to allow of reorders if the first order is satisfactory. The 
great mail-order houses are after all the outstanding suc- 
cesses in supplanting the sales force by advertising, and 
their great business is in filling standard needs. They 
have also the great advantage of selling so many things 
that a customer may reorder from them no matter what he 
wants, and the catalog expense of the first order is a bulky 
volume of advertising kept on file for reference. 

Advertising is also effectively used to supplant the sales 
force in a second type of goods sold direct from the factory. 
In the case of furniture, stoves, etc., which not only fill 
standard needs, but have considerable bulk, the expense 
of floor space, slow turnover, etc., is so great that if these 
expenses can be avoided a considerable price reduction 
can be made. Mail-order houses usually ship such goods 
direct from the factory, but there is a certain appeal to the - 
mind of many in cutting out all middlemen under the belief 
that direct from the factory is always a cheaper way than 
by way of middlemen. This method of distribution has a 
great appeal to many who are not skilled in marketing 
methods and to whom establishing and maintaining trade 
channels seems to offer greater difficulties than marketing 
direct to consumer ; and though they lack the opportunities 
for drawing widely on the family budget which the mail- 
order houses possess, this form of nonpersonal salesman- 
ship will probably have still greater development. 

There is a third type of mail-order business developed — 
essentially around the appeal of novelty, around the idea 
that here is something special which is not to be had in the - 
local stores. If such things have merit of the enduring type © 
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and are backed by sufficient capital, they are apt to be mar- 
keted ultimately through regular channels; but there is an 
undeniable appeal about the toilet requisite which is sent 
direct from the laboratory, the personal treatment of the 
great physical-culture specialist, and the personal shop- 
ping which will be done for you in getting just the right 
things for gifts as well as personal needs. The increasing 
volume of advertising for direct sale of things whose value 
cannot be measured intelligently by the customer even when 
they are received is evidence of its effectiveness. They 
may stand the competition of even the good shops in the 
large cities handling similar articles, but even in this field 
of novelty and personal values, if the thing has the merit to 
stand a national campaign it will as a rule be distributed 
through regular channels, not because the profit per unit 
is greater, but because the co-operation of retailers will 
so greatly add to volume. 

_ When a retail merchant orders a car of peaches or berries 
or other perishable goods, there is an added reason why he 
can afford to sell for less than the usual price if he can sell 
direct from the car; but it is the normal inescapable costs 
of the retail store which form the basis of calculation when 
a manufacturer considers the question of whether direct- 
by-mail methods can be profitably applied to his sales prob- 
lems. Practically all selling by mail involves price reduc- 
tion, and even if he can sell by mail for his own cost of sell- 
ing to retailers plus the retailers’ costs for drayage, storage, 
and clerk hire, he will not have the retailer’s margin of 
profit added to his manufacturer’s profit. His selling costs 
must be enough less to make good the difference in price 
which he must offer to the customer as an inducement, and 
this difference cannot come out of the retailer’s profit and 
leave anything for the manufacturer; for, contrary -'to 
popular belief, the retailer’s margin of net profit does not 
constitute the greatest element of difference between what 
_ he pays the manufacturer and what his customer pays him. 


_ Before the manufacturer dares launch a selling-by-mail 


- campaign he must make sure that the difference between 
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what the retailer will pay him and what the retailer will 


charge the consumer is greater than his selling cost by — 


direct mail (advertising, filling orders, etc.) plus any reduc- 
tions in price necessary to make the customer feel that he 
is profiting by doing business direct with the manufacturer. 
Moreover, this price cut to the consumer, either actual or 
asserted, is practically an essential of mail-order selling of 
competitive goods, goods for which there are evident sub- 
stitutes. On the other hand, the consumer should consider, 
and does consider more generally than many merchants 
think, what he gets from the retailer which he does not get 
from the manufacturer from whom he buys by mail, such 
as the opportunity to look over and compare different 
goods, the advice of the clerks (though this is too often not 


worth having), the nearness of the man who guarantees or — 


who takes the responsibility of collecting the guaranty, and, 
often above all, credit if credit is given. 

In mail-order selling as a means of lowering selling costs, 
any reduction to the consumer is made as a necessary part 
of the sales process; in fact, as a rule, as the most necessary 
part of the sales process. In the case of the manufacturer, 
therefore, direct selling by mail is apt to lower selling cost 
only with those articles which have a slow turnover with 
the retailer and on which the retailer must have a larger 
gross margin. To be still more specific, a price reduction 
of less than 25 per cent will seldom induce a buyer to send 
direct to the manufacturer for a single article instead of 
buying from a local retailer; a 20-per-cent reduction will 
limit the appeal; and a 10-per-cent reduction does not give 
enough difference for the customer to be able to tell it if 
he saw two articles together. 

On a $80 suit a 25-per-cent reduction will reduce the price 
to $22.50, and on an $8 pair of shoes it will bring the 
price to $6, but, as many stores carry such goods on a 3314 
per cent margin, such a reduction would leave the manu- 
facturer only 814 per cent of the retailer’s price to cover 
selling costs, pay for his extra trouble, and give him extra 
profit; and this is not enough. On stoves, however, because 
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of their weight, the space they occupy, their slow turnover, 
etc., the average dealer must have a gross margin of at 
least 50 per cent on selling price, and it is in such fields 
that the manufacturer can offer honest price reductions of 
20 per cent and even 25 per cent, and yet have a sufficient 
margin for advertising expenses and profits. 

With the mail-order house a smaller price reduction is 
effective, in part because a number of articles may be 
ordered, but largely by the cumulative effect of reading 
about article after article in which both high quality and 
low price are exalted. On standard brands, for instance, 
a twenty-five-cent article at twenty-two cents may seem 
worth taking advantage of, though the cut-rate drug stores 
and department-store sales will do as well or better. In 
mail-order houses, however, a 10-per-cent difference in 
price can easily be met by the difference in selling costs if 
a sufficient volume of business can be built up. For this 
10 per cent does not more than equal the cost of the extra 
handling, storage, interest, and mere display-by-clerk cost; 
and as the advertising of the mail-order house is spread 
over so many articles, the cost per item is low. On a mere 
price basis, therefore, for the article as an article, that is 
without considering the extra service of the retailer, the 
mail-order house can undersell the average retailer because 
in such cases advertising as the supplanter of the sales 
force lowers selling cost. 

2. Effect of Mail-order Competition on Selling Price.— 
The competition of advertising as a sales force and personal 
selling as a sales force would be expected to lower price, 
and it normally does so. This competition is most clear 
eut in those communities in which the merchants do little 
advertising, or ineffective advertising, for it is in those 
communities that the mail-order store finds its best terri- 
tories. If the stores are using advertising advantage- 
ously in connection with their sales force, the mail-order 
store must overcome the handicap of the adverse adver- 


 tising, and its customers will be more largely confined 


to those who prefer to buy from description rather 
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than under the semicompulsion of a personal salesman. 
Undeniably, however, the competition of the mail-order 
house represents a real force which forms an upper limit 
of price. Hven though the local stores can agree on prices, 
they must not raise prices above what their customers con- 
sider reasonable, or this potential competition of mail- 
order houses will become actual. 

An actual lowering of price takes place under the compe- 
tition of mail-order houses chiefly when for some reason— 
high local prices, poor local service, agitation against mid- 
dlemen, etc.—the mail-order houses are drawing so con- 
siderable an amount of trade from a locality that the local 
merchants are stirred up to meet them on their own ground, 
and to compete with them at least in part on a price basis. 
Such campaigns are generally fostered by the local news- 
paper as a means of selling advertising space, and are gen- 
erally ill directed. They do result, however, in a lowering 
of price on those articles selected by the merchant for com- 
parison with mail-order-house prices, though on a mere 
price basis it is impossible for a local merchant to compete 
with a mail-order house, as he furnishes services the mail- 
order house does not and cannot, and he must be paid for 
them. 


ADVERTISING WHICH PREPARES THE WAY 


In almost all national advertising greater stress is laid 
on preparing the mind of the prospective buyer for the 
salesman than in trying to induce the prospective buyer to 
take the initiative in buying. Even when command meth- 
ods are used, even when the sample method is a part of the 
advertising, the fact remains that these methods are 
adopted primarily because they prove more effective in 
preparing the customer for the salesman, or for store dis- 
play and local advertising, than because they produce direct 
sales or direct pressure on the sales force. 

1. Advertising as Part of a Roundabout Process.—We 
have already seen that local advertising has as part of its 
function the bringing in of customers at specific times, ag 
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for special sales, but that even local advertising has its 
chief function in relation to the consumer through building 
up the reputation of the store and keeping it in the public 
mind. One very evident reason why advertising often pays 
even when its function is limited to bringing customers to 
the store, is that it is part of a roundabout process and has 
the typical advantages of that process as a means to greater 
efficiency. The customer who has been favorably impressed 
day after day with the merits of a store as a place to trade 
is practically induced to use his own energy in preparing 
himself to look favorably upon the goods shown him when 
he visits the store and to listen favorably to whatever the 
salesman tells him. . 

Advertising is, in fact, a part of the sales process, and 
_the salesman finds part of his work already done by the 
mere reading of the advertisement. Still more of the sales- 
man’s work is done if the customer reads an advertisement 
and then thinks about it, for each thinking over an adver- 
tisement is in effect a rereading of it. For this reason many 
persons who are not influenced by a single advertisement 
are influenced by repeated advertisements over a consider- 
able length of time. Just reading the same advertisements 
again and again deepens the impression, and this is the 
justification of changing the billboards and street-car adver- 
tisements only once a month. Instead of spending money 
on salesmen alone, therefore, it pays to have this prelim- 
inary work done by advertising, first because advertising 
can reach the prospective customer more cheaply than the 
salesman, and second because by inducing the customer to 
think the matter over before seeing the salesman the cus- 
tomer himself furnishes part of the energy necessary to 
- sell him the goods. 

2. Advertising Which Prepares the Salesman.—In the 
chapter on advertising as an administrative force we have 
considered the function of the advertisement in relation to 


_ the sales force, both before and after the advertisement 


is printed, and perhaps it will be sufficient here to stress the 
advertisement as point of contact between salesman and 
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customer. The salesman who is not a constant and careful 
reader of the advertisements of his firm is failing to take 
advantage of a very material help which they offer him in 
providing him with a point of view and with information 
with which the customer is already familiar. The salesman 
may have other things to tell the customer; in fact, as the 
advertisement is limited not only by space, but by the laws 
of attention, the salesman will be limited in his capacity 
indeed who has nothing to say to the customer except what — 
has already been said in the advertisement; but he should 
begin at a point of contact having something to do with the 
goods, and this point of contact has already been estab- 
lished in the mind of the customer by the advertisement. 


ADVERTISING WHICH SUPPLEMENTS THE SALES FORCE 


In the marketing process advertising and salesmen sup- 
plement each other in all but the exceptional cases. The 
mail-order houses use only advertising, and certain types 
of markets and some of the smaller stores use only sales- 
men; but the great bulk of modern marketing uses both. 
Upon one type of customer, advertising may have little 
effect; upon another type it may have so great an effect 
that only extremely bad salesmanship can prevent the con- 
summation of the sale. Normally, however, they supple- 
ment each other, the total influence upon the customer being 
the influence of the advertising plus the influence of the 
salesman. As both advertising and salesmen have a pretty 
well established market price, the entrepreneur must there- 
fore decide in what proportions he will use them in order 
to produce the greatest total effect at the lowest cost. 

1. The Advertising Budget and the Laws of Combining 
Proportions.—Too much advertising can be used to secure 
the best results, and so little can be used as to have prac- 
tically no effect. Especially is this latter true if adver- 
tising is used primarily with reference to its effect on the 
consumer. If advertising is to be used to lower selling 
cost, however, the whole logic of the situation demands that 
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the amount spent for advertising shall be increased at least 
as long as the returns keep on increasing proportionately. 
If a three-column-ten advertisement brings in three times 
as much as a two-column-five, a refusal to use the three- 
column-ten must mean either that the two-column-five was 
not as profitable as spending the money some other way or 
that the merchant cannot take care of the expense. 

This principle * is about all the guidance a business man 
needs if he will only take the trouble to find out the facts 
which will allow him to apply it. He is all too apt to be 
prejudiced as to the size of the advertisements he thinks he 
should use and as to the percentage of gross sales which 
should be expended in advertising. But if he once gets this 
principle, which, after all, means only to keep on doing 
what is profitable, he will gauge his advertising by how it 
combines with his other efforts to produce the best results. 

The especial fact which leads to wrong proportions being 
used is that most managers do not recognize the fact that 
the advertising budget is a problem in combining propor- 
tions. They regard the sales expense and advertising ex- 
pense as things to be determined independently, and this 
theory is wholly wrong. Advertising, direct sales expense, 
supervision, and price reduction are all parts of the same 
sales process; and the right proportion of each is neces- 
sarily determined with reference to the results attainable 
by different proportions. 

2. Types of Advertising as Related to Lowermg Price.— 
Advertising makes lower price possible in proportion as it 
reduces sales expense, but as advertising has different 
effects on the sales process, the interrelation between adver- 
tising and lower sales expense may be more evident if two 


1For an adequate statement of the principle that efficient production is 
normally carried on in the stage of diminishing returns, the reader is referred 
to chaps. x, xi and xii in Taylor’s Principles of Economics. This principle 
would insist that advertising should be increased until returns began to be 
less than proportional. For instance, if a three-column-ten gave double the 
returns of a three-column-five the business man would not be acting intelli- 
gently unless he took more than a three-column-ten. The principle is sound, 
but the reasoning needed to establish it conclusively seems out of place here, 
and the practical rule given above is adequate for general guidance. 
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or three of these types of influence are made evident. By 
far the most important of these effects on lower cost of 
selling is the institutional effect of advertising, the adver- 
tising which builds the store up as an institution in the 
community or city. This is the real source of volume, the 
steady volume day after day which reduces sales cost per 
dollar sold by increasing the volume of sales. For such 
advertising a settled business policy is essential. 

In so far as advertisements of specific sales has a tend- 
ency to lower cost, it is not so much because the volume of 
trade is increased enough to more than make up for lowered 
price, but rather for two wholly different reasons. The first 
of these is that such sales, if wisely conducted, tend to 
build up the reputation of the store and, both through those 
who attend the sale and through readers of the advertise- 
ments who do not come, tend to increase the volume of 
future sales at regular prices. The second reason which 
justifies considering these advertisements as lowering sell- 
ing cost is that a certain loss is to be expected through 
depreciation as part of the regular selling cost, and if these 
sales reduce the amount which would normally be lost by 
depreciation, before the goods thus sold could be disposed 
of without advertising, in this way they reduce the selling 
cost. 

Summary.—tThe efficiency of advertising must normally 
be measured in one of two ways, either in increasing selling 
price or in decreasing selling costs. In either event its 
efficiency is subject to the laws of combining proportions 
except in those relatively few situations where it supplants 
the sales force entirely. With respect to the customer the 
especial reason for combining it with the personal sales 
force is that at an expense much less than a personal call 
it can reach the prospective customer some time before he 
sees the salesman and enlist the energies of the customer 
himself in so preparing his mind that the salesman finds 
him a quicker and a surer buyer. On the other hand, one 
of the fundamental reasons why advertising lowers selling 


‘costs when it is properly used is that it makes the sales 
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force more efficient, makes them know their stock better, 
makes them embody more effectively the policy of the store, 
and gives them points of contact with prospective buyers. 


bts 


PROBLEMS 


How does the influence of advertising on the consumer lower the mer- 
chant’s costs of selling, and under what circumstances will this lower- 
ing of selling costs lower selling price? 

In what respects do the functions of advertising which prepare the 
salesman have advantages which may render them more important than 
its direct influence on the consumer? 


. Prices are apt to be as high in the cities as in the country towns, in 


many cases even higher. Why, then, do the mail-order houses draw 
comparatively more business from the country sections than from the 
larger cities? 

From the principles involved in this chapter and in Chapter XXVII, 
what is the most serious weakness in a store having its advertising done 
by an agency? Its greatest advantage? 


. What other essential functions must the advertising manager perform 


besides looking after the preparation of copy? 

A retail merchant sells for $35 a rain coat which costs him $25 direct 
from the manufacturer. Granting that on a rain coat a saving of 20 
per cent will induce people to send direct to the manufacturer, and that 
it costs 10 per cent above what he gets from the retailer to sell to the 
consumer direct, how much per rain coat would the manufacturer get 
by eliminating the retailer? 


REVIEW PROBLEMS 


Granting that the United States cannot now produce a given article as 
cheaply as Belgium, does this prove by the law of comparative cost that 
no attempt should be made to develop that industry? If not, under 
what conditions would that law be operative? 

Granted that we export five times as much of a given article as we im- 
port, give reasons why you think this is or may not be sufficient evidence 
that this article should not be covered by a protective tariff. 


| Which one of the four articles in production, is most apt to be lacking in 


asmall community? Which is hardest to secure if it is lacking, and why? 


What are the economic (not social or political) influences which do 


most to transform immigrants into Americans? 


. Why is it unjust to regard as a profiteer an entrepreneur who has a 
_ source of marked differential gain through the possession of rare organ- 


izing ability? Is there any difference in the case of a business which 
has this source of differential gain through a patent? Is there, if a 


_ charter or franchise is the source of the differential gain? 


CHAPTER XXXVIII 
ADVERTISING WHICH INCREASES SELLING PRICE 


Leqaitimate ApvEeRTISING WHICH Ratses Prics 
Advertising Which Increases Service-Value 
Advertising Which Secures Fair Price for the Producer 
ADVERTISING AS Parr oF A ResmpuALIst Process 
Advertising as a Means of Inflating Values 
Advertising as Illegitimate Salesmanship 
ADVERTISING AS RESPONSIBLE FOR INEFFICIENT COMPETITION 
Inefficiency Due to Wrong Standards of Entrepreneurs 
Inefficiency Due to Wrong Standards of Consumers; 
ADVERTISING AS GRAFT 
Salesmen of Advertising as Producers and as Grafters 
Special Editions and Other Specific Forms of Graft 


LEGITIMATE ADVERTISING WHICH RAISES PRICE 


Berore considering those price-raising functions of) - 
advertising which may be justly criticized as either uneco- ~ 
nomic or illegitimate we should consider the two normal 
legitimate functions of advertising in raising price. This 
is all the more imperative because there is a tendency to 
criticize all advertising as something which adds to the 
price the consumer must pay without adding to the value 
which he receives. 

This tendency to protest without further investigation 
against the total cost of production, including advertising, 
is a survival of the old physiocratic attitude which held 
that the marketing process added no value to the product. 
This attitude survives in the tendency to exalt the farmer 
above the manufacturer and the manufacturer above the 
merchandiser. As a matter of fact, as we have seen, the 
value-production process is not complete until the article is 
sold to the final consumer, and as the usual conception of a 
fair price is based on cost of production one would not 


normally expect any protest against any element of actual 
504 


ADVERTISING WHICH RAISES SELLING PRICE 


cost. With many, however, there is a feeling that adver- 
tising—at least so much advertising—is unnecessary, and 
the protest arises either against advertising as one of the 
wastes of competition or as a needless selling expense. 

We have considered somewhat in detail in the previous 
chapter the functions of advertising in lowering price; but 
if in the process of marketing legitimate products it is 
necessary to use so much advertising in overcoming dealer 
and customer resistance that the price must be raised above 
normal production and marketing cost, there is nothing in 
any proper conception of fair price to condemn this added 
cost. 

As to wastes of competition and needless selling expense, 
we need at this point only to recall the two fundamentals 
involved. Competition is the regulative principle of the 
present order and not only must we put up with these costs 
of competition but excessive costs and excessive selling 
‘expenses tend to eliminate themselves by the discovery 

of more effective competition processes. 

J 1. Advertising Which Increases Service-V alue.—There 
Ware certain functions which advertising performs for the 
consumer so important that if it is necessary to increase 
_ price to cover the added cost the consumer can well afford to 
pay the added price rather than do without the added serv- 
ice. The cost of selling many legitimate bonds, for instance, 
is doubtless increased by necessary advertising; and the 
customer can well afford to pay this added cost rather than 
do without the educational service and financial guidance 
of the advertising. To get people to go out and buy lots in 
a new but highly desirable addition requires a great deal 
of advertising and undoubtedly the prices of the lots must 
be increased to cover advertising costs; but sufficient people 
will not go out and buy without the advertising, will not 
recognize the true value of the lots, and it is to their advan- 
tage to pay the added cost rather than forego the advantage. 

- Tilustrations might be multiplied. Advertising may teach 

new uses for things already appreciated for other reasons, 

may exalt the utility of still other articles, may educate 
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consumers as to the uses of new articles or may set on 
the article the seal of fashion or distinction which adds 
to value. Whenever the value of anything is increased 
in the eyes of a customer by advertising he is not victimized 
nor in any way defrauded if the added service is worth 
the added cost. 

There is little excuse for the critic of advertising who 
fails to keep in mind the fact that the competition of articles 
which are essentially substitutes for each other keeps 
advertising from raising price seriously above manufac- 
turing and marketing costs, and that undue expenditures 
in advertising tend to be eliminated by the competitive 
process itself. It may seem in many cases that selling 
costs could be reduced if there were less advertising, but 
it is well to remember that those skilled in marketing are 
trying to reduce selling expense, and that failures are 
caused chiefly by quarreling with success. But in any 
event, so far as the consumer is concerned, any added cost 
due to advertising is wholly legitimate if it has given him 
added value equal to the added cost. 

2. Advertising Which Secures a Fair Price for the Pro- 
ducer——More often than many believe, a producer cannot 
sell his product for enough to secure a fair profit unless 
he makes use of advertising. This may be because he can 
‘not secure the necessary volume or because he cannot 
secure a high enough unit price. In the Rite-Grade Shingle 
campaign, for instance, the competition of patent roofing 
was so sharp that the shingle manufacturers could not get 
enough per thousand for their shingles to pay manufac- 
turing and marketing costs. The advertising campaign so 
raised the value of shingles in the minds of dealers and 
consumers that the producers could raise the price enough 
not only to cover the former cost of shingles but to produce 
still better shingles and yet make a satisfactory profit. 

In this connection we may well note that the welfare of 
the consumer is intimately connected through the quality 
of the product with the welfare of the producer. If the 
producer is not getting a price which gives him a fair price 
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and the consumer is getting the article at a price which 
gives him a consumer’s surplus, it might well be to his 
interest to sacrifice a part of this consumer’s surplus by 
paying a price which would give the producer an incentive 
to maintain, or even improve, the quality of the article. 
In such cases the function of advertising is wholly legiti- 
mate if without increasing the consumer’s knowledge or 
uses of the article it so raises his appreciation of it as to 
make it possible for the producer to secure a price which 
covers costs of production, including a profit sufficient to 
motivate quality production. 


ADVERTISING AS PART OF A RESIDUALIST PROCESS 


If price were really established by competition it would 
be comparatively easy to mark out the legitimate and 
illegitimate use of advertising by those striving to use it 
to increase their profits. The price to the consumer would 
be determined by the cost to the marginal man, the least 
efficient man whose service was necessary to provide the 
public with the necessary amount of service of the given 
type. The more efficient would use advertising as a means 
of reducing their selling costs, and any amount so saved 
by their added efficiency would go to them as extra profit 
without injury to the consumer. As the intelligence of 
the consumer, however, does not permit him to distinguish 
quality and price values within 10 per cent, the process of 
‘raising actual price or giving less value for the stated 
price is a resource almost always available to those who 
seek profit through value manipulation rather than through 
value production. 
1, Advertising as a Means of Inflating Values.—To the 
extent that the producer can evade the action of the regu- 
lative principle of competition, to that extent he secures 
more for his product than what truly represents the 
importance of his product in view of the economic wants 
of society. The consumer has just grounds of quarrel 
with this man, for consumers have a right to expect that 
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under free competition price will be reasonably near costs 
of production; and if by sales skill, or advertising, an 
article is made to appear the equal of an article costing 
10 per cent more to manufacture, and really worth that 
much more, the customer has been victimized. 

Advertising is being persistently used to inflate values. 
In real estate it is used to inflate values of property for 
sale, land in business sections somewhat, residences some- 
what more, subdivision lots and land for irrigation still 
more, and land far from the place of sale to the point of 
outrageous swindles. To say that such advertising creates 
value is to miss the nature of value, which consists of the 
actual utility in view of the actual scarcity. The man who 
sells a gold brick does not thereby create value, but induces 
the purchaser to part with value for that which has no 
value. 

In merchandising, the limits of value inflation are much 
more closely drawn than in many other fields. In staples 
which the consumer buys often, his judgment will protect 
him within 10 or 15 per cent, but the woman who buys furs 
can seldom tell within 50 per cent of what they are worth, 
what a real judge of furs would pay. In the long run, it 
is true, the merchant who charges higher prices on staples 
is apt to be found out. A 10-per-cent difference in hosiery 
cannot be told by the average purchaser at the time of 
buying, but the difference in service will in the long run 
be evident. Only in staples where price is a dominant 
consideration, however, will this after-judgment of the 
customer be brought to bear with any considerable accu- 
racy, and in goods in the purchase of which either quality 
or style is the dominant consideration value inflation is 
easily practiced and brings little or no direct punishment 
from the customer. 

Such practices would, therefore, normally result in 
markedly increased gains if they did not bring compen- 
sating disadvantages in administration. In the first place, 
however, the administrator who depends upon boosting 
prices as his chief source of gain is rarely an efficient . 
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administrator either in keeping down expenses or in 
securing efficiency. The fact that he has this larger margin 
makes him depend on unit profit rather than volume, and 
depend on price raising rather than actual productive 
efficiency. On the other hand, his clerks generally know 
that the goods are not worth the money in comparison 
with those sold in other stores, and this makes them less 
loyal and less convincing. 

2. Advertising as Illegitimate Salesmanship.—A great. 
many of the advertised price reductions are not really 
price reductions. There are so few genuine fire sales and 
so few genuine bankruptcy sales that the average buyer 
will do well to consider them all fakes. Goods of inferior 
quality are bought for such sales, second-hand goods are 
renovated, and all of the practices of illegitimate merchan- 
dising are brought into play to victimize the credulous 
who are attracted by window displays and banners and 
perhaps newspaper advertising. Persons entering such 
places should take some one along to help their judgment, 
and to aid them in getting out. 

A favorite advertising swindling device still operating 
successfully for years after the armistice was the ‘‘United 
_ States army stores,’’? which handled chiefly goods which 
had never even been intended for army use. Under pre- 
tense of having bought them at a bargain from the United 
States and by mere assertion of their quality and cheap- 
ness, these goods were sold as much as 20 per cent higher 
than goods of the same quality could have been purchased 

at any legitimate store in town. The flags in the windows 
and a few old helmets caught the attention of the gullible, 
and want ads under ‘‘Help Wanted’’ brought the over- 
credulous. 

Probably 5 per cent of the population of every city of 
_ over two hundred thousand make their living by selling 
things which have either no value or only a fraction of the 
value indicated by their selling price. State commissions 
_ which require a state license before stock can be sold have 
materially lessened the use of advertising for such pur- 
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poses, but even in many states where there are such laws 
they are practically inoperative. It may be a mine which 
will never be developed or it may be an invention, but the 
essential thing is to get something in which those without 
sound judgment can be persuaded to see a fortune, and by 
which those in charge can find ways to transfer the money 
to themselves without laying themselves liable to the law. 
In almost all such schemes advertising plays a prominent 
part, whether it be by newspapers or by prospectuses or by 
men being given little blocks of stock to boost the thing or 
let their names be used. 

Such practices are especially to be condemned because 
every swindle makes it that much harder for a legitimate 
entrepreneur to get the necessary financial backing. They 
are, however, identical in principle and in results with the 
man who boosts price above a legitimate profit, for such 
practices have more to do with the general distrust of the 
honesty of legitimate middlemen than any other single 
factor. The store which advertises price reductions which 
are not really price reductions, goods as of high quality 
which are of only ordinary quality, or goods as of the latest 
styles which are two years behind New York styles, casts 
discredit upon legitimate advertising. 


ADVERTISING AS RESPONSIBLE FOR INEFFICIENT COMPETITION 


Few things can lead a manufacturer more completely 
astray in his marketing problems than a failure to under- 
stand the proper function and limitations of advertising. 
Advertising is a part of the marketing process, and is sub- 
ject to the same tests for efficiency in this part of the pro- 
ductive process as is any factor in the productive process 
known as manufacturing. In manufacturing, various fac- 
tors are used to create form utilities, to transform elemen- 
tary utilities into forms more useful or more desired; and 
the test of the proper process is whether it can compete 
with other processes. So also in marketing, various factors 
_ are used to create time and place utilities, to transform pro- 
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duced material goods at the farm and factory into material 
goods where there is a market demand; and the test of the 
proper process is whether it can compete with other proc- 
esses. The misuse of advertising, with a consequent lessen- 
ing of the effectiveness of the marketing process, is due 
largely to a misunderstanding of its functions, though its 
continued misuse is due very largely to the impossibility of 
measuring its results. 

This wide misuse of advertising is one of the costs of 
developing advertising as part of a more effective market- 
ing system. The lure of double profits induces many manu- 
facturers to endeavor to sell direct to the consumer when 
the nature of the product or the margin of profit makes it 
impossible for such methods to succeed. There is, however, 
no rule for the proportion of advertising to be used in devel- 
oping a market for a new article, and sound judgment is 
seldom available except through accumulated experience 
such as that developed by a good advertising agency in con- 
stant touch with the marketing channels to be opened. For 
this reason manufacturers are being driven by the failures 
of those who do their own advertising to seek the service 
of those who really understand the advertising process, and 
out of such calls upon those who specialize in advertising 
are being developed both industrial efficiency and profes- 

sional standards. 

1. Inefficiency Due to Wrong Standards of Entrepre- 
‘neurs.—Much of the inefficiency of advertising is due to the 
incompetence of entrepreneurs in this field. Managers who 
would not venture to try to run the simplest machine in 
the shop, and who would know enough to keep still while a 
shop foreman was speaking, do not hesitate to pose as 

- authorities in advertising, a much more technical field. On 
the other hand, advertising is a tool for service, or a weapon, 
according to its use, and many entrepreneurs prefer to 
use it as a weapon, as a means of taking away from the 
consumer what the consumer would not willingly part with 

- if he were intelligently served. 

— Most manufacturers know that it does not pay to enter 
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an established market and attempt to make a place for 
themselves on a price basis. The entrepreneur with right 
standards, therefore, conforms to this law of the market 
and attempts to make sure his place by putting out at the 
current market price an article of superior quality. This 
really amounts to much the same thing as lowering price, 
so far as the consumer is concerned, as it gives greater value 
for the same price; and it builds the suecess of the pro- 
ducer on the modern commercial basis, that the seller de- 
Serves to profit in proportion as the buyer profits. 

Very many entrepreneurs, however, farmers as well as 
manufacturers, take a very different advantage of the fact 
that it does not pay to enter a market on a price basis. 
Instead of trying to increase the quality of what they can 
sell at that price, and thus increase their gains through 
better serving the buyer and increasing their volume as 
well as their efficiency, they try to see how inferior an arti- 
cele they can put out and yet get the market price. Such 
wrong standards almost necessarily decrease efficiency in 
the production of material products. 

2. Inefficiency Due to Wrong Standards of Conswmers.— 
If it did not pay to hunt victims, there would be fewer 
hunters, and the stupidity and greed and incivility of buy- 
ers are a temptation even to the salesman who honestly 
desires to serve. Every really experienced buyer knows he 
is more or less at the mercy of the salesman, and every 
salesman knows it. The high-class salesman accepts the 
fact as a reason for his responsibility and the basis of his 
service. The high-class buyer chooses the man he buys 
from quite as carefully as he chooses his goods, and places 
his faith in the salesman’s advice as well as in his own 
judgment. 

The very large percentage of buyers who have, learned 
this fundamental fact about intelligent buying, however, 
are seriously handicapped by the presence of a still larger 
number of buyers who so distrust the salesman that mere 
human nature must lower its standards of salesmanship 
“when the salesman’s salary depends upon his sales. The 
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salesman is therefore compelled to study the whims and 
emotional peculiarities of the buyer instead of his needs, 
and to sell him what he will take instead of what he ought 
to buy. So far as it is necessary to sell a customer what 
he ought not to have, the extra charge should be checked 
up against the buyer rather than against the salesman who 
would prefer to sell him what he should buy; but when 
retailers begin to compete against one another in adver- 
tising, using increasingly greater space to take customers 
away from one another, using cut-price sales, ete., such com- 
petition is inefficient as judged by the relation of factors 
used and product turned out. 


ADVERTISING AS GRAFT 


Many merchants advertise just as they subscribe to 
doubtful charities and pay extra taxes for an inefficient 
city administration to spend. To the old saying, ‘‘ Nothing 
is certain but death and taxes,’’ they add another word and 
say, ‘‘Nothing is certain but death, taxes, and graft.’’ 
And among many forms of gross and petty graft which 
develop in villages and city alike, advertising supplies its 
full share. For any advertising is graft which by any other 
than a legitimate commercial transaction parts a man from 
his money, and the man who takes money for advertising 
_ or anything else is responsible for the welfare of the buyer 
with respect to that transaetion. If the man who takes 
money for advertising does not return value received, he 
is a grafter, and none the less a grafter whether he repre- 
sents a newspaper, a county atlas, or a church festival. 
1. Salesmen of Advertising as Producers and as Grafters. 
—Some forms of advertising are such evident graft that 
any city with a chamber of commerce or an advertising 
association organizes against them. It must be remem- 
bered, however, that membership in the local chamber of 
commerce will be held by the most distinguished grafters, 
if they can get in, and that the same is true of the adver- 
tising association. Advertising is to be tested for graft, 
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therefore, not by who sells it or by who recommends it 
but by the actual results it will produce, though here again. 
the difficulty of checking results in advertising makes impos- 
sible a clear-cut division between legitimate and illegiti- 
mate advertising. 

It is, nevertheless, a fact that the salesman of adver- 
tising generally knows whether or not he is a grafter. If 
the money spent with him will by helping sell a legitimate 
product result in benefit to the producer without victimiz- 
ing the consumer, then the seller of advertising knows he 
is a producer, that the advertising he sells produces more 
value for the buyer than it consumes. On the other hand, 
though the sales manager may be hypnotized and may 
hypnotize or deceive the subsalesman, the salesman gen- 
erally knows when the thing he is selling costs more than 
it is worth, and if it does cost more than it is worth, the 
worth being measured not by cost, but by producing power, 
to that extent it is graft. 

2. Special Editions and Other Specific Forms of Graft.— 
Hach advertising proposition should be judged strictly on 
its merits with reference to the business to be advertised. 
It may be that the back of tickets for a church social may 
have real advertising value, in some communities and for 
some purposes, but if it is not worth the money to the 
buyer and if he buys it not because he wants it, but because 
it seems inadvisable to refuse, it is sheer graft. Many so- 
called civic enterprises fall under this same head, the 
secretaryship of the chamber of commerce being all too 
often a job held down by a ‘‘good fellow’’ grafter who sells 
his services as advertiser for the city in general to people 
practically forced to join under appeal to their civic spirit. 

Nine times out of ten the special edition got out by the 
newspaper ‘‘to boost the city’’ is just advertising graft; 
and the advertising is sold almost invariably by regular 
grafter methods. Different prices and different induce- 
ments, and sheer mendacity as to what others are taking 
and paying, are regular parts of the selling program, to 
‘say nothing of the appeals to public spirit by which busi- 
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ness men are bludgeoned into paying for space which they 
know will be of little value to them. 

_ When advertising clubs get together to fight advertising 
graft it is almost always to fight the graft of the outsider. 
They point out, and rightly, the cases of men who have 
come in and taken contracts for space in programs and 
books, blotters and hotel’ cards, etc., and after collecting 
the money on printer’s proofs, or even without, have left 
town without completing their contracts. They are not so 
fond of fighting illegitimate advertising practices in the 
newspapers, and some members of the association are them- 
selves engaged in inducing their patrons to spend money in 
advertising which they know is ill spent. On the whole, 
however, the interests of the legitimate advertising agency 
and the legitimate business man are so closely identified, 
that both tend to put the simple business test to all pro- 
posed advertising, ‘‘Is this man trying to sell us something 
which is a producer for us also, or is he just a grafter 
trying to sell us something which will produce only for 
him?’’ 

Summary.—Advertising is just like any other factor in 
that it can be used alike for legitimate and illegitimate 
purposes. It suffers under an additional handicap, how- 
ever, because so few of its users properly understand its 
functions, and advertising used with the best intentions 
may increase selling costs just as truly as advertising used 
deliberately to victimize the consumer. A still further 
handicap should also receive attention in that the public 
are suspicious of advertising because it is made great use 
of in schemes which the promoters know are not producers 
of value equal to that which they secure from the gullible 
public. Mere emotionalism, however, will seldom do much 
for legitimate business in its fight against graft, the remedy 
in the ease of advertising being a study of its proper func- 
tions in relation to the specific business and the frank con- 
sideration of every advertising proposition as a strictly 
business proposition to be declined absolutely unless it is 
productive of more value than it costs. 
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1. What fundamental reasons make it probable that much of the adver- 
tising in weekly papers increases selling price to the customers of the 
loeal stores? : 

2. What radical changes would you suggest in the advertising process to 
make advertising a method of both increasing profits to the store- 
keeper and lowering prices to his customers? (See also Chapter 
XXVII.) 

3. How does competition for the “higher class” trade tend to increase the 
price of staples to the consumer? 

4. Much of the most effective use of advertising to increase prices is used 
by public-service corporations as a method of persuading people that 
a raise in rates is imperative. Why are the public at a disadvantage in. 
such cases and what remedy can you suggest? 

5. What advantage as a grafter has the newspaper which sells advertising 
not worth the money in comparison with the stock salesman who sells 
stock not worth the money? 


REVIEW PROBLEMS 


1. If the wages of the machinist and the university-trained teacher are 
the same, what will be the normal influence of the law of comparative 
cost? Which produce the larger proportion of teachers, the country 
districts or the industrial centers, and why? 

2. In December, 1920, an emergency tariff bill was introduced in 
Congress to further protect American industries from the results of 
unsettled conditions due to the war. What is the danger of emergency 
legislation peculiar to the tariff? 

3. What interests might all of the industries of a city have in common 
which would tend to create still more diversified industries? 

4. Of the five or six families in your immediate neighborhood which you 
know best, in how many is the standard of consumption a greater spur 
to efficiency than their standard of accumulation? . 

5. In the choice of a vocation by a boy of sixteen how may his natural 
aptitudes be considered with reference to the principle of differential 
gain? 


CHAPTER XXXTX 
CO-OPERATIVE SELLING 


Co-oPERATIVE SELLING AS Repvucinc MippLEMEN 
Taking Middleman’s Risk for Middleman’s Profit 
Reducing Middleman’s Risk on Material Production 
Co-opERATIve SELLING AS RAISING QUALITY 
Standardization Necessary to Co-operative Selling 
Stimulation of Initiative by Co-operative Selling 
Co-oPERATIVE SELLING AS Raistna Price 
Raising Price by Feeding the Market 
Raising Price by Infringing on Consumer’s Surplus 


CO-OPERATIVE SELLING AS REDUCING MIDDLEMEN 


Ir should not be forgotten in the study of forms of 
economic activity known as co-operative buying, co-opera- 
tive selling, and co-operative production, that all forms of 
economic activity under our present order are co-operative. 
. The farmer sells his wheat to a wheat buyer, who sells it 
“to, a miller, who makes flour and sells it to a retailer, who 
in selling it to the farmer who raised the wheat gets money 
which that farmer got from the wheat buyer. This is a 
co- operative process, the typical co-operative process which 
dominates the production, consumption, and distribution of 
economic goods under our present order. If the farmer 
sells directly to the miller he cuts out one middleman, but 
his part in the co-operative process is of the same general 
character. If, on the other hand, instead of selling direct 
to the miller he induces a number of farmers to join him in 
selling direct to the miller under conditions which will give 
him a better selling price at the mill or reduce his delivery 
costs, he is engaging in that type of co-operation which most 
people have in mind when they think of co-operative selling. 
_ Automatic co-operation is regulated by price, but agree- 
‘ment co-operation in the selling field is regulated by agree- 
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ment and is an attempt either to take advantage of price 
and price-making factors or to regulate price. As a rule, — 
selling co-operation reduces middlemen, putting in the place 
of the first buyer a hired selling agent who is paid wages 
to supervise the activities usually undertaken by the first 
middleman, or perhaps all the middlemen. If he markets 
as efficiently as the displaced middlemen did and his wages 
are less than wages plus the net profits of the displaced 
middlemen by a sufficient amount to pay the co-operative 
sellers for their trouble, they are gainers by the process, — 
and only the belief that they will be gainers by the co-opera- 
tive process will result in the organization of co-operative 
selling. 

1. Taking Middleman’s Risk for Middleman’s Profit.— 
It is not usual for co-operative selling associations to 
believe that they can hire men to perform the necessary 
functions of the middleman in the physical handling of 
goods at actual lower money cost. That is, they do not, 
as a rule, think, for instance, that their co-operative asso- 
ciation can run a poultry store in town at less rent and 
labor cost? than an efficient storekeeper who is in business 
for himself. Perhaps we should go even further and say 
that as there is constant competition in different forms of 
distribution the chances are that the actual number of 
middlemen between producer and consumer is probably the 
combination which can deliver produced goods to the con- 
sumer at lowest total cost, all things considered. This does 
not mean, of course, that a new process with fewer middle- 
men might not drive out the older process in open com- 
petition, but it does mean that it has not yet done so, and 
that if no one is trying it as a way of making extra profit 
the likelihood of the extra profit being there is not great. 

Normally the expectations of direct gain in co-operative 
selling are based on securing for the co-operators the profit — 
of the displaced middlemen. If the farmers can carry on 
a co-operative store and sell their products at the same 

1 Unfortunately for them, there are selling co-operatives who do reduce labor 


costs so low as to get inefficient service. 
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wages and interest cost as the storekeeper, they will have 
as their extra profit the profit of the storekeeper. If they 
ean get together and sell their apples in the Chicago market 
at the same out-of-pocket cost as the local buyer and the 
Chicago commission merchant, they will save for them- 
selves the profit of these two middlemen. When the local 
buyer pays the farmer for his butter or apples or wheat, 
he takes the risk of being able to dispose of them at a price 
enough higher to pay for his expenses and his responsibility 
in carrying on the business, and this risk is paid for by a 
profit which the co-operator usually feels is larger than it 
is and which he hopes to gain for himself by co-operative 
selling. 

As the risk of quality depreciation is least in the case of 
wheat, the rate of profit, under normal conditions and com- 
petition of other buyers, will be least. It will be greater in 
df the farmer, therefore, wishes to organize a co-operative 
the case of butter, and still greater in the case of apples. 
selling association, he has his choice of assuming a small 
_risk or a larger risk, and reaping as his reward the amount 

of profit of the displaced middlemen. It should be scarcely 
-hecessary to point out, however, that where competition is 
keen, and profits, therefore, normal, the amount of the net 
profit of the displaced middlemen is not only far less than 
the co-operators have been led to believe, but so small that 
it is swallowed up in the added costs, due to less efficient 
management on the part of co-operators. 

2. Reducing Middleman’s Risk on Material Production. 
—One of the most signal advantages of co-operative selling 
is that it eliminates one of the greatest risks of the middle- 
man, and one for which he must receive a good round profit. 
This is the deliberate dishonesty and unpenalized careless- 
ness of the producer. Apples below grade, bruised apples 
deliberately or through carelessness put in with sound 
apples, these are part of the buyer’s risk. If the farmer 
must stand the loss he will be more careful, and co-opera- 

tive selling must include a method of making the guilty pay 
for carelessness as well as intent. Sometimes this means 
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taking the grading and packing entirely out of the farmer’s 
hands, but usually it means inspection only and a method 
of tracing the box back to the producer. | 

When assumed by the co-operative selling association, 
what constituted the middleman’s risk is further reduced 
because the producer recognizes the part reputation will 
have in the development of the market for his goods, When 
he sold to a buyer or other form of middleman he was 
interested only in the price at the time of sale; but when he 
feels that the quality of his goods and of all goods sold 
through the association this year will have a bearing on the 
price of next year’s crop, he agrees to an inspection and 
responsibility with regard to his own crop as necessary to 
protect him from the shortcomings of others. 

Finally, a large part of the middleman’s risk is the un- 
certainty of the output and the uncertainty of the share 
of the total output he will be able to secure.? This risk also 
is largely eliminated as the more complete information in 
the hands of the co-operative selling association and the 
emphasis laid on the things they are selling co-operatively 
are sufficient to assure a constantly increasing volume as 
long as the co-operative selling brings satisfactory returns. 


CO-OPERATIVE SELLING AS RAISING QUALITY 


Part of the normal function of the middleman is sorting 
and grading, and the amount of intelligence displayed in 
the process determines whether it is merely routine or 
highly productive. Wheat cleaned at the elevator may be 
graded up from No. 3 to No. 2 or even to No. 1, the finer 
grades of corn may be kept as seed corn, or the apples may 
be separated into three grades instead of two. Normally 
the entrepreneur receives as part of his profit any trans- 


2 It is upon this principle, and not upon the principle of securing middle- 
men’s profits, that the co-operative elevator must in the long run depend for 
success. At times, it is true, farmers in given communities have been victim- 
ized by the collusion of seemingly competitive buyers, but the normal source 
of gain for the co-operative elevator is a dependably large volume delivered as 
ordered and the economies which result from this in handling and selling. 
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formation in quality which he effects by sorting and grad- 
ing. Under co-operative selling, however, this change of 
quality is insisted on as part of the producer’s task, when- 
ever he can do the work, or it is done for him as part of 
the selling process. In other words, as the original pro- 
ducer continues to be the producer in the selling process 
as well as in producing the original goods, he is more apt 
to pay attention to everything which will raise the value 
of the goods in the eyes of the final consumer. 

1. Standardization Necessary to Co-operative Selling.— 
In some of the great staples, such as wheat and corn, stand- 
ardization is already established; and co-operative selling 
associations need only to employ the same routine as the 
middlemen they displace. The profit per bushel may be 
small, but the volume may be sufficient to make it highly 
profitable. Then, too, at times the conviction may be so 
strong that the middlemen’s profits are so much higher 
than they really are that the farmers believe that co-opera- 
tive selling will give them greater profits than they will 
actually receive. Indeed, a truly competitive system, in 
which the farmers believe the buyers are really bidding 
against one another, will seldom give rise to» ¢o-operative 
elevators. 

In other fields also the co-operative selling associations 


_ find the principles of standardization well established. The 


fruit auctions of New York impose certain standards on 


goods sent them for sale, and normal market needs have 


laid the foundation for grading. When the individual 
farmer sells his apples or grapes he must, therefore, con- 


form in some considerable degree to the requirements of 
the buyer; or the buyer must himself attend to the stand- 


ardization of the mixed product he buys in order to make 
it conform to market standards farther on. 

When the goods of many are sold together, however, 
the interests of all are concerned in having goods rigidly 
standardized. This is necessary merely to insure that each 


gets paid for what he produces, that the price of what one 
- produces is not lowered by the inferior quality of what 
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another has produced. This fact is generally further 
utilized in raising the standard to that point which care- 
ful study of the market determines as the one at which the 
greatest amount can be sold at the highest price. This 
process as applied to fruit is akin to the process of trans- 
forming No. 3 wheat into No. 2 by taking out the smaller 
and light-weight grains and getting a higher price for 
part of the product than for the whole. In wheat, however, 
the part fanned out is utilized, while the fruit industry still 
wastes vast quantities in the process of grading. 

2. Stimulation of Initiative by Co-operative Selling—As 
selling expenses and market control are closely identified 
with volume of goods sold, it is to the interest of the 
co-operative selling association that its members should 
produce large quantities of high-grade products for the 
market. Co-operative selling associations, therefore, nat- 
urally become clearing houses for ideas as to how to increase 
production, and the producers, being bound together more 
closely by a common interest, are constantly stimulating 
one another to increased production by comparisons of what 
the association did for them in successive years. 

~Much more important, however, is the stimulation which 
comes to the producer by that fundsivedinh stimulation upon 
which we must ultimately rely for effective production 
under our present order, the stimulation of profit. On the 
farm, in particular, the stimulation of profit is too often 
lacking, not because the element of profit does not enter 
largely into the farmer’s income, but because the profit 
which fires his imagination is commercial profit, profit made 
by buying and selling. If, then, this other type of profit 
can be brought to bear, the Smart of the farmer toward 
increased production as a means to still greater gains 
should be credited to the co-operative selling process. 

This sharpening of the commercial sense of the farmer 
has other advantages, for more intelligence in selling is 
apt to develop more intelligence in buying. The great 
advantage of co-operative selling, however, is that trained — 
intelligence can be secured to train the farmer about the 
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few things he sells, though about the multiform things he 
buys he has neither the time nor the background of knowl- 
edge to learn enough to become a trained buyer. 


CO-OPERATIVE SELLING AS RAISING PRICE 


As long as the price to the consumer remains unchanged 
any added gain to the farmer through selling co-operation 
is an evidence of greater efficiency than the old method. 
It may be that, with middlemen competing with one another, 
a series of five middlemen may be able to deliver the product 
to the consumer more cheaply than a series of three mid- 
dlemen; in any event, if there are six middlemen in the 
marketing process which is doing the bulk of the business, 
this is in itself conclusive evidence that in the opinion of 
those in the business for the money they can make out of 
it this is the cheapest process, even with a longer series of 
profits. By combining to dispose of their products, how- 
ever, the producers may create new market conditions which 
make a marketing process of fewer steps more profitable, 
as when they make the grading and inspection a part of the 
farm process; and they may derive a further advantage 
through mere volume by gathering together in the initial 
selling process the total amount of goods originally gath- 
ered only by at least one and sometimes two entire steps 
in the middleman series. 


3 The great bulk of the difference between what the original producer receives 
and what the consumer pays is not made up of the profits of middlemen, but 
in wages, transportation, storing, selling expenses, depreciation, etc. If by 

increasing the number of middlemen these expenses can be cut down by more 
careful and expert attention to details, the saving in expenses may be greater 
than the comparatively small net profit required to induce this extra middle- 
_mman to form an extra link in the chain. If this saving in expenses is greater 
than the net profit, this extra middleman cheapens the process of distribution; 
and the distributive system which tries to cut this middleman out will find 
itself unable to compete with the system which includes him. It is, of course, 
true that the fewer middlemen there are the fewer there are who receive profits, 
but it does not follow that the total risk is reduced by reducing the number 
of middlemen nor that the total profit will be less. Moreover, in view of the 
fact that out-of-pocket costs are the chief items in selling expense, it in no 

sense follows that with fewer middlemen price will either be increased to the 
producer or decreased to the consumer. 
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But while giving all due credit to the efficiency of the 
co-operative selling process as a substitute for middlemen, 
the student will do well to observe that the plea under 
which any association is gathered together does not always 
supply the motive even of the gathering. Selling co-opera- 
tion normally takes its rise with considerable public con- 
demnation of the inefficiency of the marketing system, that 
the price paid the producer is too small a share of the price 
paid by the consumer. The public plea made is generally 
that middlemen are receiving huge profits and that by a 
more efficient system of marketing the producer will save 
for himself and for the consumer the huge profits made by 
the middlemen and the needless expenses made necessary 
by a series of middlemen. More usually, at least these pro- 
nouncements of the co-operators while organizing are such 
that the consumer is led to hope that this co-operative sell- 
ing process will result in a benefit to him also, that the 
co-operative sellers will share with the consumer a part of 
what they save by eliminating the more wasteful process, 
and that thus co-operative selling will benefit alike the pro- 
ducer and the consumer. 

But of course this does not happen. I¢ is the natural 
function of the competition of sellers to lower price, and 
it is the natural function of the co-operation of sellers to 
raise price. More than this, it is the literal practice of 
sellers’ co-operation to raise price just as high as they can 
in view of competition, either actual or potential, without 
affecting volume. Sometimes this rise in price is accom- 
panied by rise in quality, and at times, but rarely, by an 
increase in quality greater than the increase in price. But 
.it is the very nature of selling co-operation to raise price, 
and if to the added price which they gain from performing 
part of the functions of middlemen they can add still more 
by increasing the price to the consumer, it needs a great 
deal of credulity to believe that they will hesitate from 
purely moral motives about doing so. We therefore find 

co-operative selling associations divided into two classes 
as far as the interests of the consumer are concerned— 
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those which can control the market price sufficiently to 
raise price to the consumer, as is the case with raisin grow- 
ers and apple growers, and those which deal with a com- 
modity, such as wheat, whose:market price is in the long 
run fixed by influences beyond their control. 

1. Raising Price by Feeding the Market.—It is a com- 
paratively easy thing to so flood a local market with perish- 
able goods that prices drop below normal. If the berry 
growers are at all well organized, however, it is also easy 
to supply the local market with just enough to keep the 
price above normal. Between these two extremes what is 
the proper function of middleman and co-operative selling 
association alike? 

One of the tests of effective production is that the right 
goods are supplied in reasonably large quantities with 
reasonable regularity. Moreover, the marketing process 
is responsible to producer and consumer alike for prevent- 
ing waste through produced goods not being brought to 
market. It is the function, therefore, of the marketing 
system to bring to market he total product in such a way 
that the price will be determined by free competition. It is 
one of the just accusations against the efficiency of the 
marketing system that it does not always do this and that 
at times, in order to raise price by creating a seeming 
scarcity, it deliberately strives to keep off the market what 
would normally reach that market. Now if this sort of 
thing is done by a co-operative selling association the asso- 
ciation is just as guilty as the sugar hoarders or the crea- 
tors of an artificial gasoline or labor shortage. 

The interests of producers and consumers are not identi- 
cal; they are, in fact, often sharply in conflict, and any 
combination of producers which interferes with competition 
violates the regulative principle which protects the con- 
sumer and guides production. In the long run such inter- 
ference results in inefficient production, results in entre- 
- preneurs depending for profit on price fixing rather than 
on productive efficiency. The consumer, therefore, has a 
_ right to two things—first, he has a right to know that there 
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is a plentiful supply; and second, he has a right to have that 
total supply placed on the market at a price established by 
free competition. Subject. to these rights the producer has 
a right to place the goods on the market in such quantities 
as will give him a price above the cost of production, mar- 
keting his surplus or his entire crop elsewhere if the price 
he can get justifies it. 

As part of this process of feeding the market, co-opera- 
tive selling associations may properly make use of cold 
storage, elevators, and all methods of regulating the mar- 
ket flow of the total crop, subject only to the same regu- 
lations as private enterprise with reference to creating 
an artificial scarcity. A more legitimate phase of raising 
the price, however, is raising the price by creating for the 
goods a market demand in relation to which the total supply 
has an actual scarcity. For instance, the Tillamook cheese 

from the Tillamook region in Oregon had a market price in 
Chicago two cents below Wisconsin dairy cheese. If the 
selling co-operative association had control of the total 
output of this cheese and had created an artificial scarcity — 
to raise price, it would have been illegitimate marketing. 
Instead of this, however, by intelligent advertising, by — 
standardizing, and branding each third of a pound, they 
developed such market demand for the cheese that even 
though they increased their output it sold on the Chicago 
market for four cents above the price of Wisconsin dairy. 
In this process, it is true, there was a rigid inspection 
which guaranteed the quality, but the change in price came 
about primarily by making the customer aware of the qual- — 
ity the cheese actually possessed, a process nnppeae 
except by co-operative advertising. 

2. Raising Price by Infringing on Consumer’s Surplus.— 
Collective selling is a kind of collective bargaining, whether 
it be shingles or apples or labor that is for sale, and col- 
lective bargaining has a great advantage over the individual 
buyer. At times market prices rise so high that consum- 
ers’ leagues are organized to boycott any articles which © 
sell at exorbitant prices. These are the two extremes—a 
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league of sellers fighting for higher prices and a league of 


buyers fighting for lower prices. The consumer will nor- 
mally boycott only when prices are clearly exorbitant, and 


_ when he believes the price is a result of sheer market manip- 
ulation, and such action on the part of the consumer is 


therefore intermittent and generally ineffective. With the 


- co-operative selling association, however, there is a perma- 


nent interest in keeping prices up, and this will normally 
result in increased prices to consumers unless price is fixed 


_ by competition of groups so large that the withholding of 


the supply controlled by the co-operators will not affect 


_ price. 


When the selling co-operators really control price, the 


market price is fixed by the same methods and standards as 


monopoly price. If all the lemon growers of California 


- ean get together they.can boost the price of lemons until the 


country gets so disgusted with their methods that it will 
decline to give the industry the benefit of a prohibitive 
tariff. If the great lumber industries can really get together 
they can boost the price of lumber to the point that it will 
pay to import it. For no matter how high the price goes, 


there will always be a consumer’s surplus for both the new 


marginal and the intramarginal buyer. 
The objection to monopoly price, stated in terms of con- 
sumer’s surplus, is that each increase in price above that 


which would be fixed by competition robs the consumer of 


consumer’s surplus to which he is entitled by the funda- 
mental principles of our present order. For competition is 


_ the regulative principle acting through price, and the con- 


sumer has a right to this price. If, then, a rise in price 
above the honest competitive price forces any consumer out 
of the market he has been robbed of his total consumer’s 
surplus, and the consumer forced out of the market by 


illegitimate price fixing is not only a source of social unrest, 
but of economic inefficiency. Moreover, all intramarginal 


buyers, even those to whom the product is worth still more 


_ than they pay, have been robbed also. They too have a 
— right to buy at the price fixed by free competition. 
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The principle is plain, but the application much more 
difficult. It is hard to get the evidence against price fixers, 
and public sympathy is rather with the co-operative selling 
associations which are endeavoring to use price-fixing meth- 
ods. Moreover, selling co-operative associations rarely 
control enough of the product to infringe seriously upon 
consumers’ rights except in local markets, and it is usually 
a national condition which arouses public opinion to demand 
effective regulation. There can be little doubt, however, 
that if the price-raising functions of co-operative selling 
associations reach a much higher development, they will be 
subject to comprehensive regulations along monopoly lines. 
Their legitimate, and their only legitimate, economic func- 
tion is in doing better what the middleman does and in 
securing for themselves whatever they can of the price paid 
by the consumer and established by free competition. 

Summary.—Co-operative selling associations have legiti- 
mate and illegitimate functions, and they should be regarded 
in the same light as any other corporations, encouraged 
when they depend for their profits upon efficiency and 
repressed when they depend upon securing profits by vic- 
timizing the consumer. If they are more efficient than the 
other marketing process they deserve to succeed, if they 
are less efficient they deserve to fail. The public is inter- 
ested in effective service, because the competition of more 
effective organizations will increase quality or lower price. 
The limits to selling co-operation are therefore merely the 
limits established by the efficiency of that method of mar- 
keting, and the limits established by the efficiency of the 
management. Its most serious handicap is the latter, as the 
more efficient managers can command higher salaries else- 
where than co-operatives will pay. 


PROBLEMS 


1. What advantages, apart from bargaining power and any profits as 

such, does co-operative selling of creamery products possess? . 

2. How does the publicity outery about farmers not receiving their fair. 

share of the price paid by the consumer affect the price of produce sold 
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directly by farmers? Sold by farmers co-operatively? How great a 
reduction would be necessary to substantiate, in your opinion, the 


‘charge that middlemen were robbing the consumer? 


If all the vegetables raised in a community were sold co-operatively, 
would the price tend to be higher or lower to the consumer? What 
would keep such prices from becoming sheer monopoly prices? 
Enumerate some risks which are eliminated by the co-operative selling 
of eggs. 

What costs, which are normally marketing costs in the sale of fruit, 
may become part of the premarketing costs of production under 
co-cperative selling? 


REVIEW PROBLEMS 


What advantages would accrue to the farmer, on the one hand, and to 
the consumer, on the other, if the potato crop were contracted for in 
advance? Why is there little likelihood of such a plan being carried 
out? 

Apart from the fact that railroad officials wanted to see government 
ownership fail, what was there in the nature of the running of the 
railroads under government control in 1919 which kept the railroads 
from being an influence in the development of the country? 

“With every increase in the proportion of skilled labor the average 
wage of labor as a whole increases faster than the average wage of 
either skilled or unskilled labor.’”’ Illustrate by figures how this is apt 
to prove true. 


. Ifa socialistic state sold goods to consumers, why would they be forced, 


in justice to the people as a whole, to count interest as a part of cost? 
Illustrate. 

On what theory can the organizer of a $100,000 corporation be entitled 
to more than 1 per cent of its profits if he puts in only $1,000 while 
others put in $99,000? 


CHAPTER XL 
CO-OPERATIVE BUYING 


Co-OPERATIVE BuyinG As DispLacinc MippLEMEN 
Advantages of the Individual Co-operative Store 
Disadvantages of the Individual Co-operative Store 
Co-opERATIVE Buyine as LarGE-scaLE PRODUCTION 
Co-operative Chain Stores 
Co-operative Buying and Direct Distribution 
Co-oPERATIVE BUYING AS A REGULATIVE PRINCIPLE 
Co-operative Buying and the Mail-order House 
Co-operative Buying as the Test of Middleman Efficiency 


CO-OPERATIVE BUYING AS DISPLACING MIDDLEMEN 


In the very nature of the two processes there is abundant 
explanation why co-operative selling has been more success- 
ful in the United States than co-operative buying. In the - 
first place, if co-operative selling is restricted to a single 
group of products, it requires less intelligence in manage- 
ment and less confidence in the management on the part of 
the co-operators. Then, too, the management really fol- 
lows well-established channels of sale, depending for its 
extra returns on higher standardizing of goods, lessening 
of risks, control of volume, ete. If it can cut through some 
of the former marketing process, so much the better, but 
just normal honesty and intelligence will make co-operative 
selling reasonably efficient if there is enough demand for 
it to furnish the association with enough volume to get 
large-scale production efficiency. 

Because the process is so simple, comparatively, the 
patron of co-operative selling has little reason for lack of 
confidence. In the primary form of co-operative selling the 
goods are his until they are sold, and he not only gets his 
money as soon as they are sold, but can borrow money on 
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_ them as soon as they have left his hands. More ambitious 
selling co-operatives, especially those which attempt to 
manipulate the market, are apt to hold back a part of the 
selling price and sometimes insist on direct ownership of 
all products, borrowing money on them and advancing 
-money to the producers before the goods are sold. Unless 
the management goes extensively into something beyond 
the selling process, however, such as canneries or con- 
denseries, the selling process is reasonably simple. On the 
other hand, there are very many grounds for lack of con- 
fidence in co-operative buying, especially in those forms 
which include a store with a stock of goods constantly on 
hand. In the first place, almost everyone knows that most 
of these stores fail, and that they often pass into the hands 
of private persons by some process which insures that most 
of the stockholders lose all they have put into the store. 
Sometimes the store goes through bankruptcy proceedings, 
and sometimes the fear of bankruptcy is used to make the 
stockholders sell their stock far below par or even sign it 
over for nothing. Indeed, so common is this process that 
almost any man with just a fair knowledge of merchan- 
dising and enough unscrupulousness can start a co-opera- 
tive store, freeze out the stockholders, and have the store 
in his own name in less than three years. 
_ This dishonesty on the part of advocates and managers 
_ of co-operative stores is a serious handicap to their success, 
for the mere fact that many stores fail through the incom- 
petence of their management is a serious enough handicap 
on the confidence of stockholders without adding the burden 
of widely practiced dishonesty. Moreover, the average 
stockholder knows nothing about depreciation in the store, 
and unless the inventory is taken by outside parties the 
_ manager has his board completely at his mercy. Sooner or 
later co-operative stores will recognize that their only pro- 
tection against such practices is to hire a reputable firm of 
public accountants to make a yearly survey for incompe- 
tence and graft. Indeed, for the protection of the public 
_ against swindlers of this type such a yearly scrutiny should 
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be required by law, and specific penalties provided for any — 
infringement on the rights of stockholders. — 

1. Advantages of the Co-operative Store—Many stores 
which are advertised as co-operative are not really co-opera-_ 
tive in the sense of either buying or selling. They are 
really single proprietorship, company, or corporation con- 
cerns doing business under the name co-operative because 
of a widespread popular belief that prices are cheaper in 
such establishments, and because some people as a matter 
of principle patronize anything called co-operative. In 
this chapter it will be assumed, however, that when we 
speak of co-operative stores we have in mind the store 
owned by a group and used to buy things primarily for their 
own consumption. 

In this country such stores are established very largely 
as an emotional reaction against real or supposed high 
profits of the retailer, and one of their handicaps is that 
in starting the store such wild claims are made against the 
retailer that the stockholders expect advantages which are 
sheerly impossible. In view of their disadvantages, how- 
ever, such stores must have some advantages or they could 
not hold out even as well as they do against the competition 
of more efficiently managed private enterprise. Let us con- 
sider their advantages as to credit, delivery, advertising, 
regular volume, simpler stock, and margin of profit. 

It is the general policy of co-operative stores not to 
attempt to undersell other stores, but to promise to return 
the savings through co-operation by means of dividends. 
This is an advantage to the stockholders, since only stock- 
holders get returns, and thus if the store is successful they 
add to the savings on their own purchases a profit on the 
purchases of all patrons of the store who do not own stock. 
As to credit and delivery, these savings of the co-operative 
store are the same as those of cash stores which do not 
deliver goods. It costs money to extend credit, not only to 
cover interest and losses, but for bookkeeping expenses, and 
of course delivery is an evident cost. If, therefore. delivery 
cost averaged even 1 per cent of the sale price and book- 
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Keeping, and bad debts only one half of 1 per cent, the 
grocery which had ten turnovers a year (and it is a poorly 
managed grocery indeed which does not) would have 15 
per cent for yearly dividends from this source alone. 
As to advertising, the stockholders of such a store should 
_be able, as a matter of personal interest, to give it adver- 
tising superior to anything which could be bought. Every 
nonstockholder brought in is a source of gain to the stock- 
holders, and every stockholder added who brings his trade 
‘increases the volume of business. This steady volume, 
assured as long as the stockholders really buy steadily from 
their store instead of shopping around, is in itself a great 
source of advantage over the competitive store, which must 
fight to maintain and increase its volume; and to this in a 
_well-managed co-operative store is added the fact that stock- 
holders try to come in at hours when the clerks are usually 
unemployed, thus lessening clerk hire. 
Finally, it is a great advantage that a very moderate 
dividend will normally satisfy the stockholder after his 
first period of great expectations has passed by. No busi- 
ness man can afford to remain in business for 6 per cent a 
year, as this is no more than he could get on good mort- 
gages, but a 6-per-cent dividend is higher than the rate in 
the savings bank, and stockholders are not apt to. make 
trouble so long as they get that much. In fact, for the first 
year or two they are usually content if no dividends are 
declared, if the management assures them it is building up 
surplus. If, therefore, the co-operative store is not so much 
“more inefficient than the private store that it pays no divi- 
dends at all, it is normally regarded as successful. 
‘ These are the normal advantages of the individual co- 
operative store, though others may be added by efficient 
“Management and the co-operation of the stockholders. If 
_only two brands of tomatoes need be carried, it gives the 
: store an advantage over stores which must carry three or 
four brands. If customers can be trained and trusted to 
help themselves, this also is an advantage; and it is a double 
idvantage if a few of the better-posted members will help 
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out whenever they are in the store and there is a rush of 
outside customers. In any evaluation of the co-operative 
store, moreover, it should be frankly admitted that there 
may be social advantages gained through the spirit of 
co-operation developed which may be much more important 
than the actual gains through dividends. 

2. Disadvantages of the Individual Co-operative Store.—. 
The greatest sources of profit of the individual co-operative 
store are the services it does not supply while charging the 
same price as the stores which do supply those services. It 
has, of course, in addition to this, the rate of profit which 
would come to such a store under equally efficient private 
management. Management is, however, as crucial a matter 
in merchandising as in manufacturing, and the paid man- 
ager who holds his position by practical polities with stock- 
holders and a board of directors, and whose gains are meas- 
ured by salary raises, not by actual efficiency as made evi- 
dent in real profits, will not in the very nature of human 
motivation be as efficient as the private entrepreneur. This 
is indeed the great weakness of the co-operative movement 
in America; the men of marked ability feel that private 
enterprise offers them larger returns and co-operative 
movements secure the services chiefly of second-rate men. 
Only when whole communities go together in a big co-opera- 
tive store is the efficient management of the lees private 
stores possible. 

Other causes for the failure of individual cs pperaeee 
stores (for most of them do fail) are the lack of guidance 
by jobbers’ salesmen, the lack of loyalty of the stockholders, 
the constant shifts of population, and the fact that co-opera- 
tive movements carry with them, as a rule, a theory of 
wages which results in paying the clerks more than they 
are worth, and does not result in supervision which secures 
efficient service. In times of rising prices these handicaps 
may be overcome by the extra source of profit resulting 
from a cash business with no delivery expense, and by the 
profit which comes from goods rising in value after they 
have been purchased and before they are sold. In times of 
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falling prices, however, when the competition of private 
stores forces the co-operative stores to sell accumulated 
stock at a smaller margin of profit, the normal handicaps of 
the individual co-operative stores prove too much, and bank- 
ruptey or private ownership is the normal result. Practi- 
cally all individual co-operative stores in this country break 
down from inefficient management, the average life of the 
so-called successful stores being not over five years and 
probably much less. 


CO-OPERATIVE BUYING AS LARGE-SCALE PRODUCTION 


In the formation of co-operative associations many mis- 
conceptions as to large-scale buying become evident. When 
a hundred people go together to establish a store they are 
not engaged in large-scale buying; in fact, they may be in 
much smaller scale buying than the average competing 
store. If twenty stores do their buying together, however, 
this changes matters entirely. Many private stores have 
co-operative buying associations, especially in such fields 
as drug stores, where the quantity discounts are great, and 
by joining such associations the individual store can get 
the large-quantity discount without buying more than it 
needs. 

1. Co-operative Chain Stores——Chain stores under pri- 
vate management have the advantages of large-scale buy- 
ing, and this is so considerable that it is a natural addi- 
tional remedy for the handicaps of the individual co-opera- 

tive store. Most advocates of the co-operative local store 
_ will admit that it has no chance to succeed without identify- 
_ ing itself with ¢ chain of co-operative stores as a means of 
getting the advantages of large-scale buying. Asa rule the 
buying is done by a co-operative wholesale house, in theory 
_ owned by the individual stores and supplying to them the 
_ expert guidance which the jobber’s salesman gives the pri- 
_vately owned store. In fact, it is the wholesale house which 
is the key to success of co-operative stores, for a wholesale 
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house can really afford to hire men with brains, and these 
men usually come to their task with a pretty clear under- 
standing of the reasons which have wrecked many co-opera- 
tive enterprises. 

If, then, the wholesale house can create efficiency i in the 
local stores, there is hope for the co-operative situation, but 
far less stress should be placed on savings from Lire esate 
buying. The margin of net profit of the wholesaler is not 
large, and by the time the co-operative wholesaler has fur- 
nished to the individual stores the services of the ordinary 
wholesaler to the retailer, sales guidance, credit, steady 
supply, etc., there is little left to go to individual stores as 
dividends from the wholesaler profits. In fact, it would be 
much better for the co-operative situation if the wholesale 
house devoted all such surplus to furnishing more guidance 
to the individual stores, sales guidance, stock-keeping guid- 
ance, and accounting guidance with reference to deprecia- 
tion, cost of selling, etc. 

In short, the real advantages to the individual which he 
secures through even the Rochdale system of co-operative — 
stores are not primarily the advantages which come to him 
‘‘through saving two profits—the profits of the retailer and 
the profits of the wholesaler.’’ These are the things which 
persuade people to take stock in co-operative stores, but 
such profits are generally swallowed up in the necessarily 
less efficient management of the local stores. The real sav- 
ings (and it would be better for co-operative effort if this 
were to be acknowledged) come from the co-operators per- 
forming service which private enterprise must pay for— 
credit, advertising, delivery, simplification oF stock, care- 
fully estimated needs, ete. 

2. Co-operative Buying and Direct Distribution ais 
co-operative wholesale stores and the co-operative retail 
stores have, with the exceptions noted, the same items of 
expense as other stores; in fact, only exceptional efficiency 
can keep these items from running higher than in private — 


enterprise. There is, however, one form of co-operative | 
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buying which needs little more intelligence than co-opera- 
tive selling—the buying together in carload lots and dis- 
tributing direct from the car. In communities in which the 
merchants are wide awake to their opportunities this form 
of distribution is often made use of by the merchants 
themselves, especially in perishable goods; but very often 
the hope of larger savings will induce people to join for 
co-operative buying of this type when they would not buy 
in such large quantities from their local merchant. 

The saving secured by this method is the difference be- 
tween what the buyers would pay to their local merchants 
and what they do pay by the carload co-operative buying. 
Much of this same saving might have been achieved by in- 
ducing some local merchant to order by the car and offer 
_ special prices to those who took direct from the car on ar- 

rival, but if merchant and customer cannot get together, or 
if the merchant will not give a. cut in price at least corre- 
sponding to drayage, storage, clerk hire, etc., the saving 
should be appreciable. In communities in which the local 
merchants can build up the carload lot and car delivery 
system the competition for this business and the market 
connections of merchants will give co-operative buying close 
_ competition on actual delivery price. 

_In a community with wholesale houses twenty or thirty 
people can generally get together and by combining their 
_ future needs for some considerable period make marked 

‘savings on normal retail prices. In such cases they have 
_ applied the principle of large-scale buying, but their chief 

gain is in avoiding the storage and clerk hire of the local 
_ store. They could often gain as much, and with less trouble, 
if they made out their lists and gave them to some local 
grocer, paying him spot cash as they would the wholesaler, 


and allowing him to deliver direct to their houses. In other 


Ne words, the important part of this type of buying is not in 
| assuming the retailer’s risk, for which the retailer gets net 
: : “profit, but in large-lot delivery and in avoiding the retailer’s 
sales and storage expense. 
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CO-OPERATIVE BUYING AS A REGULATIVE PRINCIPLE 


Competition is the economic regulative principle, and 
whether there is actually a co-operative store or only a 
likelihood of one being established, the co-operative store 
has an influence on retail selling. As to actual price com- 
petition, the principle of the co-operative store is to sell at 
current prices, and this makes competition difficult for the 
nonco-operative store, since it must actually undersell to 
get stockholder customers away from the co-operative store. 
Even though the co-operative store is losing money, its 
stockholders will cling to the idea that by paying the same 
prices as elsewhere they are really getting goods for less 
because ultimately they will get dividends. In addition to 
this difficulty of competing in price, moreover, the regular 
grocers dislike the competition of co-operative stores be- 
cause in the process of establishing one much sentiment is — 
created against the regular grocers by assertions that they 
are charging exorbitant prices. For this reason, if there is 
any serious overcharging in retail trade circles, the pros- 
pect of a co-operative store, or mere agitation for one, will 
normally have a material effect on prices. 

1. Co-operative Buying and the Mail-order House—As 
affording competition to regular channels of distribution, 
the co-operative store and the mail-order house perform 
much the same function. They give the dissatisfied cus- 
tomer, whether justly dissatisfied or not, an opportunity to 
buy elsewhere and an opportunity to make his protest felt. 
Of the two remedies the mail-order house is the most imme- 
diate and the least expensive in both time and money, for a 
letter and money order bring the goods, and if the goods 
are not satisfactory the cash comes back, plus any money 
paid for freight. To establish a co-operative store takes 
much time and agitation, subscribing and paying for stock, 
getting the location and the manager, and getting the store 
started. nee 
_ Both aspects of this regulation should be considered in 

weighing the importance of the co-operative movement. 
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First the mail-order house is an established check on the 
prices which combinations of retailers might otherwise feel 
safe in establishing, and just the possibility of the estab- 
lishment of a co-operative store is a check. Second, the 
co-operative store is a great safety valve for the whole 
retail situation, for no one has a call to complain from one 
year’s end to the other that he is being robbed when he has 
the option of joining or organizing a co-operative associa- 
tion. If the local grocer is robbing him and his friends, 
and if all other grocers seem equally bad, let them hire a 
man to run a store for them and see how much they can save 
by so doing. 

2. Co-operative Buying as a Test of Middleman Eff- 
ciency.—Lvery co-operative store that fails at least sug- 
gests that that store was less efficiently managed than the 
private store that withstood its competition and did not 
fail. It is not conclusive proof, as the other store may have 

had more. capital or may have secured more credit, but the 

_real economic test is success or failure under competition. 
In view of the number of co-operative efforts that establish 
_ stores only to fail, this is fairly conclusive evidence that our 
marketing system is not as inefficient or wasteful as many 
- would have us believe. 

On the other hand, it would not prove that our marketing 
system was perfect even if no chain co-operative store sys- 
tem could withstand its competition. Our present order is 
doubtless incomparably more efficient in production than 
any possible socialistic order, but that does not prove that 
it is not in many respects so wasteful that the government 
should interfere with its wastefulness. In that phase of 
. production which we call marketing, therefore, the assump- 
_ tion is that the process can be greatly improved—improved 
by better methods of sorting and grading, storing and shelv- 
_ ing, eredit and delivery, risk and depreciation. For this 
: improvement co-operative efforts are just one of the stimu- 
: lating forces, not as great as private competition or ade- 
quate government investigation, perhaps, but a real stim- 
_ ulation of not inconsiderable importance. But as a prob- 
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able successor to our present system or as at all likely to 
dominate in the field of retail merchandising, the co-opera- 
tive store as a method of co-operative buying, even when 
organized by the Rochdale system, has no chance whatever, 
at least until an entire change takes place in the temper 
and buying habits of the people of the United States. 

Summary.—Co-operative buying is of two types—one 
maintaining stores and one distributing directly to the buy- 
ers. The former has not yet demonstrated its capacity to 
compete on equal terms with private enterprise under con- 
ditions as they exist in the United States. All legitimate 
attempts in this direction, however, serve as regulative in- 
fluences on retail merchandising methods and prices, and 
co-operative stores should, therefore, receive the govern- 
ment protection necessary to prevent the co-operative 
movement being discredited through the use of co-operative 
methods by swindlers. 

The co-operative method of buying which distributes di- 
rectly to consumers will normally result in a saving if too 
much effort is not consumed in getting consumers to co- 
operate. This saving is perhaps in part in the normal 
profits of the retailer, though the buying efficiency of the 
co-operative group seldom equals that of those in the busi- 
ness; but the great saving is in saving the expenses of stor- 
age, clerk hire, etc., which the retailer must pay if goods 
are sold from the store. For this reason much the same 
saving might be secured if the retailer were given a chance 
to bid on such quantity purchases with the right to deliver 
direct to purchasers from the car or the store as he 
saw fit. 4 

The whole question of co-operative buying is largely in- 
volved in emotional rather than in economic reactions. At 
times it is largely in the nature of a protest. At times it is 
deliberately made merely one of the things that bind groups 
together in social, political, or business associations. On 
the economic side, however, the test is plain and unavoid- 
able. If a co-operative store is more efficient than private 
competitive stores it will pay larger dividends. ) 
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“A co-operative store 1s just another case of ‘too many cooks spoil the 
broth.’” “The manager of a co-operative store is like the driver of an 
automobile who is showered with advice from the back seat.’”’? In what 
respects are these comments true? 

If ten grocery stores in different sections of a city were to combine to 
hire a buyer, what advantages would they receive? What are the dis- 
advantages of the plan, even granting that the buyer is more competent 
as a buyer than any of the former buyers? 

“Quantity discounts (discounts given for buying large quantities at one 
time) over 5 per cent should be forbidden by law in the interests of 
free competition.” Assuming that this 5 per cent will cover all the 
wages, expense of selling and shipping in small quantities, are there 
sound economic grounds for this contention? 

Why is it especially important that a marketing investigation should 
precede the establishment of a co-operative store? 

Why in the very nature of the case is a union-labor town a better place 
for a co-operative store than an open-shop town? 


REVIEW PROBLEMS 


Why is it probable that the middleman system is more apt to secure 
the production of the right things than any voluntary system of 
co-operative selling? 

On what principle might it pay for the government to buy out the 
rights of Indians to reservations and open them to free homestead? 

In what sense does every increase in the protective tariff tend to lower 
the real wages of American labor? (This is only one phase of the 


- question, but it is an important phase.) 


4, “How can you say that good times increases the available supply of 


5. 


capital more rapidly than the savings? Even the banks can’t lend 
money until they get it.” Explain. 

How can we say that there is a lower limit to profits (Chapter XX) 
when there are bankruptcies in every business, cases where there are 


‘not merely no profits at all, but actual losses? 


CHAPTER XLI 
CO-OPERATIVE PRODUCTION 


Co-OPERATIVE Propuction or Matrriau Goops 
Incentives to Efficiency 
Handicaps to Efficiency 
CO-OPERATIVE CREDIT 
Advantages of Co-operative Credit 
Safeguards Essential to Co-operative Credit 
COMMUNISM AS CO-OPERATIVE PRODUCTION 
Religious Foundation Necessary to Communism 
Necessary Productive Inefficiency of Communism 


CO-OPERATIVE PRODUCTION OF MATERIAL GOODS 


THE more complex the problems of entrepreneurship are 
in any given industry, the greater the difficulty which co- 
operative effort faces. After all, the most serious handicap 
to co-operative efficiency is the lack of efficient management, 
the lack of managers possessing the necessary capacity and — 
training, and with as effective a spur to the highest possible 
efficiency as the spur of profit and the menace of failure in » 
private industry. 

Consider, then, the complexity of production of material 
goods, involving as it does the determination of the process, 
the purchase of raw materials, the selection and direction - 
of labor, and the marketing of the finished goods. To the 
difficulties of co-operative selling as met in the disposal of 
a season’s crop are added the sales difficulties of selling in 
competitive markets where higher technical skill is required 
to determine market needs. The buying problems them- 
selves are more insistent than the buying problems of the 
_ retail co-operative store with an essentially determined 
wholesale market, for buying for production involves a 
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forecast of the prices of raw materials, the probable 
amounts consumed in production, and probable fluctuations 
in price. And finally in the selection and direction of labor 
and in the problems of plant management, co-operative pro- 
duction of material goods meets with complexities far 
greater than those which normally prove too much for co- 
operative management in retail stores. 

In small co-operative concerns in which the workmen are 
so few that they are practically partners, these difficulties 
are no more serious than the difficulties of partnership. 
Each man does the thing for which he is best fitted, the 
thing through which he won his place in the firm. But tion 
any business attempts to start as a co-operative enterprise, 
its need of capital, or foolish theories about labor efficiency, 
may induce it to take in workmen who have neither effi- 
ciency as workmen nor wisdom as guides to efficient man- 
agement. In this respect we should distinguish sharply be- 
tween real co-operative production and the corporate form 
of organization which merely pretends to be co-operative. 

In one sense, of course, all production is co-operative, 
but the essential marks of co-operative production in any 
proper sense of the word as used by those who contrast it 

‘with corporation or private ownership are, (1) that the 
workmen and only the workmen own the plant, (2) that the 
total value of the product, less costs, is distributed among 
‘the workmen, and (3) that the management of the plant is 
‘in the hands of the workmen. In many new corporations 
some of the workmen own stock, and to that extent share in 
the profits, but in normal corporations stock ownership is 
‘not restricted to workers and the management is in the 
hands of stockholders whether workers in the plant or not. 
Such corporations are clearly not properly called co-opera- 
tive. Asa rule, in fact, few people would care to own stock 
in a corporation whose policies of manufacture, labor con- 
trol, or sale were controlled by the workmen in the plant 
with every workman having an equal vote; and the tend- 
_ency is to keep salaried men in employ of the corporation, 
sometimes even the manager, off the board of directors. 
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The normal corporation, in other words, is run for the profit 
of the stockholders, not for the profit of the laborers as 
such, while in co-operative production the corporation is 
organized and operated primarily to give to the laborers 
the total net value of the product. 

1. Incentives to Efficiency—There are, nevertheless, 
marked incentives to efficiency which co-operative produc- 
tion offers to the laborer-owners of the plant. In the first 
place, all the antipathy and class conflict of laborers and 
capitalists is eliminated if the plan is truly co-operative— 
that is, if each owns an equal amount of the stock and shares 
equally in the profits. Hach workman feels he will get what 
he really earns and that the total product will go to the 
worker. 

A second reason for efficiency is that the workman is se- 
cure in his position and need not worry. about losing it 
except from gross inefficiency which will offend the major- 
ity of his fellow workers. Without cause for complaint as 
to the distribution of the product, and feeling that all extra 
effort will result in product value in which he will share, 
he is therefore free to devote his best efforts to the work 
in hand. Add to this the fact that much labor unrest is 
caused by the feeling of the workers that they should have 
some voice in directing their work and working conditions, 
and you have another reason why the satisfaction of the 
workers should result in higher efficiency. 

Strikes will not interfere with the work in such a plant, 
not even sympathetic strikes, as the men are working for 
themselves. Moreover, as the workmen as a whole suffer 
from the inefficient work of any individual worker, the force 
of public opinion within the organization is a very strong 
influence for first-class work and a strong deterrent on any 
inefficiency which will lower the quality of the product 
enough to lower price. To this schedule of incentives to 
efficiency, moreover, should be added the personal interest 
of the management in buying as cheaply as possible and 
‘selling in the best markets. ' 

2. Handicaps to Efficiency—The greatest handicap is in 
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‘the management. Hach worker has of course a certain 
amount of profit involved in his returns, but if the men who 
really furnish the brains for co-operative enterprises do 
not get as large returns as they could in regular business 
_ they will not remain in the co-operative organization. The 
attempt to hold them generally results in arrangements 
which deprive the organization, which must have efficient 
-management or fail, of its true co-operative character. A 
newspaper which is owned by a labor union may be some- 
, what more worthy of being called co-operative than a paper 
- owned by stockholders if all the union members take the 
' paper, especially if they are about the only subscribers, but 
_ this is essentially co-operative buying rather than co-opera- 
: tive production. The same is true of a laundry or a gaso- 
line stand if the owners run it to get more efficient or 
_ cheaper service. In its proper sense co-operative produc- 
_ tion is where the workers own both plant and product, sell 
the product to outsiders, and divide the net profits among 
_ the workmen, not on a capital, but on a work basis. So far 
q as this basis of sharing keeps the management from being 
_ competent, it is a handicap. 

Tn addition to lacking the spur of profit and advancement, 
the management of co-operative production concerns are 
' apt to be seriously handicapped because they are working 
» for the workers, are giving orders to the men from whom 
_ they must take orders. For this reason most so-called co- 
_ operative production concerns that succeed are really mixed 
_ in character, using the characteristic feature of hired labor 
in some or all phases of the manufacturing process. The 
co-operative creamery is dominated by the farmers who 
furnish the cream, and is really a selling co-operative or- 
ganization, the dairy end of the productive process being 
merely preparing the product for market. 

- The most serious handicap of truly co-operative produc- 
tion, however, that in which the workers own both plant and 
‘product, is the temptation to dishonesty on the part of those 


eee do the buying and selling. Knowing their importance 
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and feeling that they should have a greater reward than 
ordinary workmen, they either take advantage of their op- 
portunities for private gain or leave the co-operative enter- 
prise for fields where they can get returns on a competitive 
basis. The result is that only the simple concerns of this 
type, those in which no great managerial ability is canes 
for, are apt to succeed. 


CO-OPERATIVE CREDIT 


In a very real sense all credit is co-operative. Resources 
are brought together, especially in banks, and those who 
have sufficient resources to guarantee the lender against 
loss are given the privilege of using the credit which is 
backed by this accumulation of resources. Before consider- 
ing co-operative credit in the restricted sense of the term 
it may be helpful to see the nature of the process by which 
the bank extends credit. 

Let us assume that $50,000, the capital stock of the bank, 
is fully paid in and that $40,000 cash remains after paying 
for fixtures, etc., and filling any requirements of deposits 
for reserve. How much money can it lend? Its ultimate 
guaranty is $50,000, and this is the amount which really 
guarantees that any credit it sells will command par in 
money or goods value at other banks or in the market, but 
it can issue far more credit with entire safety. The total 
amount it can safely issue is greatly increased if by state 
or other methods its depositors are guaranteed against 
loss, but even before such guaranties were in use it was 
assumed that a bank could lend from five to seven dollars 
for every dollar it had on hand in actual cash. Let us as- 
sume that depositors brought in $100,000 and see how this 
would work out, remembering that men generally deposit 
what they borrow to use as checking accounts, that loans” 
are not for longer than ninety days, and that borrowers are 
paying in as well as checking out, depositing the money 
from their sales as well as from their loans. 
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a Cash on Deposited by Drawn out Cash still Cash due 
. hand Loaned borrowers by check on hand on loans 
March 
1-15 $140,000 $20,000 $20,000 $ 5,000 $135,000 
tat 16-31 135,000 40,000 45,000 15,000 125,000 
April | 
1-15 125,000 40,000 50,000 25,000 110,000 
16-30. 110,000 40,000 60,000 40,000 90,000 
May 
1-15 90,000 50,000 60,000 50,000 60,000 
16-31 60,000 25,000 50,000 50,000 35,000 
June 
1-15 35,000 25,000 60,000 50,000 20,000 $20,000 
16 40,000 


In addition to the $40,000 on hand June 16th the bank 
has notes for all the amounts loaned which still remain un- 
paid, $240,000. These notes can be used to raise money if 

-eustomers check out much more rapidly than they deposit, 
and on the other hand, as they fall due they allow the bank 
to loan to others, so that in the assumed case this bank with 
a capital of $50,000 is lending with safety to itself and to 
its depositors $240,000. When a bank pays you interest on 
_ your money if you will deposit it in the savings department, 
therefore, it does not mean that it can lend to others only 
_ the amount you deposit, unless the law prevents them from 
_ using it as a basis for loans which the customers will leave 
on deposit subject to check. Even the money which you 
_ deposit in the bank for safe keeping can safely be made the 
_ basis of loans to five times the amount of your average 
_ monthly balance. 
Neither the table nor this explanation is intended to rep- 
‘ resent proportionate amounts in- current banking practice; 
_ especially as to checks and deposits, the amounts are much 
‘more formidable ; but so many have wrong ideas of banking 
_ eredit (for instance, that every dollar of banking credit rep- 
resents an actual dollar kept at the bank) that it is neces- 
_ sary to have some idea of the real nature of the security 
_ the bank has as the basis of its credit which it lends. Its 
- eredit is perfectly sound as long as people are convinced 
_ that every check will be paid, and as people keep paying in 
P as well as checking out, and as a bank has notes for all it 


_ lends to use in an emergency, a bank can safely lend many 
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times the amount of money it has on hand and far more 
than its capital stock. In fact, in normal times, unless a 
bank has more than ten times as much loans and discounts 
as capital stock, its management is open to criticism. 

1. Advantages of Co-operative Credit—Without going — 
into the details of the mechanics of co-operative credit, the 
principles under which it works and its advantages should 
be readily apparent. In order to maintain its credit the 
city bank need not keep on hand in actual cash even enough 
to meet the highest day’s demands for actual cash. . Ordi- 
narily the cash withdrawn and the cash paid in during a 
day will just about balance each other, except when heavy 
pay rolls are met in cash. Even then, much of the pay roll 
will come back in the first full day’s banking, either in direct 
deposits or through bills being paid and merchants’ de- 
posits. But if the bank runs short of money it has arrange- 
ments with other banks and any unusual call will be fore- 
seen in time to provide for needed cash by discounting notes — 
held by the bank. 

The process of co-operative credit is further illustrated 
by the Federal Reserve banking system. Before this system 
was adopted, if people became afraid that they could not 
get their money they would start to withdraw all they had. 
in the banks and stop depositing. This might bring on a 
panic, depending chiefly on how badly people were scared 
and how long the scare lasted. By providing that all banks - 
in the system could get money from the Federal Reserve 
banks on certain types of commercial paper, however, it 
was made possible for banks to get all the money they 
needed for any such unusual calls; and since people know 
they can get their money, and since merchants know they 
can discount any bills of exchange for goods sold, the possi- 
bility of panics has been done away with. 

Suppose, then, it were possible for a number of business 
houses to get together in such a way that the resources of 
all should stand back of the obligations of all. They have 
a certain normal demand for money to carry on their busi- — 
_ ness, but there are times when one business or another has. BS 
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greater needs than at other times, sudden needs, perhaps, 
which have not been foreseen. Under present circum- 
stances the only hope of the individual business is that it 
ean persuade some bank to advance the money, and when 
‘money is plentiful and the banks are anxious to lend, any 
business can get money for legitimate business needs. 
_ The advantages of co-operative credit are not apparent 
under such circumstances, for co-operative credit is not in- 
tended to give credit except for legitimate business needs. 
But when the banks are under a policy of cutting down loans 
the business which can bring the most pressure on the 
banker is the business which gets the money, or rather the 
banking credit. Co-operative credit, in its wider sense, 
therefore, operates in two ways: (1) to provide an agency 
for granting actual credit, practically or actually a bank 
owned by the co-operators, and (2) to provide an organiza- 
tion which can bring pressure to bear on regular sources of 
-eredit not only by backing loans to members with the re- 
sources of all, but by collective bargaining in times of easy 
‘money for credit in times when the money market is more 
restricted. 
_ 2. Safeguards Essential to Co-operative Credit.—One 
imperative thing about credit is to be able to get it when 
you must have it. If the banks insist in discriminating 
against farmers, the farmers must provide a way to secure 
the credit they need, either by organizing a bank of their 
own, by collective bargaining with a bank or banks which 
‘give them assurance of what they demand as a condition of 
their patronizing these banks, or by political pressure in- 
‘ducing the government to supply such banks. The same 
‘situation exists with the small tradesmen, for they are the 
ones who have neither banks of their own nor commanding 
‘influence with any bank, and in times of stringency credit 
is imperative. _ 
_ The other imperative thing about co-operative credit, 
owever, should not be forgotten. Co-operative credit 
hould be secured on a sound financial basis—sound both 
for borrower and lender. It is important for the individual 
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business to be able to get the credit, and it is important for 
every other member of the co-operative group that this 
credit should not be abused and that the members shall not 
suffer loss. For this reason banks specializing in somewhat 
restricted fields have decided advantages, as they are able 
to lend with entire safety when banks with less specific in- 
formation and less direct personal touch with the field 
might be in doubt. 

It is not often the case, however, that a bank formed to 
give credit primarily to its stockholders remains a genu- 
inely co-operative bank. The normal process is to take de- 
posits. from everyone and to lend to any preferred risks. 
This at once puts the bank into just the status of any other 
bank—that is, if it is properly regulated, for it is then just 
a corporation doing a general banking business, and if it 
gives preference to its stockholders in loans it needs to be 
sharply looked after to keep it from jeopardizing the inter- 
ests of its nonstockholding depositors. 

On the other hand, when a number of businesses go to- 
gether to secure adequate banking credit by pooling respon- 
sibilities and by collective bargaining methods, there must 
be some inside regulation, something akin to inspection in 
the case of co-operative selling, to make sure that loans so 
secured not only are safe, but do not use up an unfair pro- 
portion of the available credit. Many of the so-called co- 
operative banks are not co-operative in the proper sense of 
the term; in fact, practically none of them are, and this 
makes it all the more important that co-operative credit, 
secured from banks and made secure to the banks by co- 
operative organization of resources and pooling of risks for 
this purpose, should be on a large enough basis to give 
the maximum of security with the minimum risk to each 
member. 

Two specific types of co-operative credit may make the 
mechanism of the process more evident. In the German 
Landschaften system all landholders in a given district pool 
their land, and on the basis of all this land as security the 
government issues mortgage bonds, the amount of the bonds 
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being kept far enough below the actual value of the land to 
insure perfect security. The government sells the bonds 
and lends to the landholders. The landholders pay to the 
government a slightly higher rate of interest than the bond 
rate and this provides for the running expenses of the plan 
and builds up a surplus to take care of cases where through 
crop failure the landholder cannot pay his interest. 

The Raiffeisen * system of banks illustrates the most ex- 
treme form of co-operative credit. The Landschaften form 
borrows on the basis of a pool of actual property, but the 
Raiffeisen system borrows and lends on the basis of the 
collective honesty, industry, and labor capacity of people in 
the same community. ‘‘A loan is made only for a specific 
productive or economic purpose, and all the other members, 
who guarantee the repayment and who with their families 
constitute almost the entire community, are going to see 
that the money is applied to that purpose and properly 
applied.’’ Thus, if 100 people unite to form such a bank 
every member and all members together assume an unlim- 
ited liability for every loan made to any member. This 
means first that no loan will be made except for proper pur- 
poses, and, second, that if through death or for any other 
cause one member fails to pay, the people who lend the bank 
money will be absolutely sure that this loss will be taken 
eare of by the other members. As it is estimated that 2 per 
cent will fully cover any loss from this source, the members 
save enough in low interest rates to cover the loss. This 
system works, of course, only in stable communities where 
people know and trust one another, so that all are willing to 
accept unlimited liability for the loans of every man in the 
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group. 


‘COMMUNISM AS CO-OPERATIVE PRODUCTION 
\ 


here 3 is very little really co-operative production of ma- 
Bal goods. The process is in itself so inefficient that only 
’ the small organization where the workmen know one an- 
aE, Ww. Raiffeisen (1810-88). Founded first bank at Anhausen, in the Rhine 


district, in 1862. 
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other well, and have chosen one another as equal partners 
on the basis of efficiency, has any chance of competing on 
equal terms with concerns in which the workmen work for 
wages and do not control either the buying, production, or 
selling. Any advertisement in a daily paper which offers a 
position on the basis of a pretended co-operative organiza- 
tion should be investigated at once as to its honesty. In 
nine cases out of ten such concerns are sheer swindles, and 
if the man is given a position at all he will seldom be kept 
so long as to materially lessen his contribution to the per- 
sonal welfare of the promoters. In fact, only one exception 
need be made to the sweeping condemnation of the illegiti- 
mate advertising involved in any form of industry engaged 
in production of:material goods, as distinguished from mar- 
keting, either buying or selling, in which appeal is made 
for either patronage or public approval on the grounds that 
it is co-operative; and this is where only the workers share 
in the profits of the organization, all other stockholders 
being limited to normal interest rates. For, properly speak- 
ing, co-operative production means that profits are divided 
among the workers, and not among capitalists or entre- 
preneurs except as Hee are also workers, and then only in 
proportion to their labor, not in prédenine to their capital. 
1. Religious Foundation Necessary to Communism.—The 
heart of communism is that each member of the community 
should receive according to his needs and not according to 
what he produces. All that he produces goes into a com- 
mon fund of material goods to be disposed of, not accord- 
ing to the desires of the worker, but according to the wisdom 
of the men in charge of the welfare of the community. Sur- 
plus goods not needed in the communistic society are dis- 
posed of to outside parties and goods not produced i in the 
community, but needed, are secured in return. 
Self-interest is displaced as a motivating power by inter- 
est in the welfare of others, and this means that those who 
join such a community must either have been beaten in the 
battle of life so thoroughly that they are willing to give 
their work for their living, or that they seek a community 
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where they may work for others rather than for themselves. 
It is in the distribution of goods, however, that the religious 
element is essential, for the peace of the community de- 
pends upon each feeling that the human needs of others are 
more important than his own desires. Such societies seem 
unable to exist unless the religious element is very promi- 
nent; in fact, the idea of a common purse and the giving up 
of self to the service of others is essentially a religious 
ideal. What is perhaps more important for practical judg- 
ment on the likelihood of success of any proposed scheme of 
communism is that no such society seems to succeed on gen- 
eral ethical principles; a very definite belief in a personal 
God who sees what is done and who understands motives 
seems essential to success even on a moderate scale. Re- 
ward in the next world seems essential to induce men to 
give up reward in this. 
_. 2. Necessary Productive Inefficiency of Communism.— 
So far as productive efficiency is concerned, communism 
does not set this up as a standard. The object in this life 
is not to amass material goods, but to develop character and 
fit its members for life in another world. It might well be 
true that even if productive efficiency were greatly stressed, 
the absence of the stress of competition and diminution of 
‘reward would keep communism from being effective. So 
_long as moderate efficiency will produce enough for the sim- 
ple needs of such communities, however, the people who are 
really religious-minded would regard an especial striving 
for efficiency in production as an attempt to pile up this 
world’s goods, as diverting the aims of the community to 
lower instead of higher things. 
_ Another reason for productive inefficiency in such com- 
munities should receive consideration. There is no way of 
determining who is the efficient manager, and as even the 
industries which are carried on are not carried on with re- 
pect to efficiency, there is no adequate way of testing out 
which industries would bring the largest returns with the 
east effort. Such matters are not of high importance with 
respect to communism; but when any system is proposed 
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which would limit personal initiative and personal reward 
as incentives to efficient production, the lessons as to human 
motivation learned in considering communism need to be 
kept in mind. 

Summary.—Co-operative selling is generally successful 
except in closely competitive markets where the product is 
necessarily standardized by regular market requirements. 
Co-operative buying is, however, much more complex in its 
problems of management wherever the plan involves main- 
taining a store, and only through an effective wholesale or- 
ganization which furnished guidance in merchandising and 
management can the co-operative store meet the competi- 
tion of private enterprises. Finally, co-operative produc- 
tion of material goods is so much more complex in buying, 
in selling, and in factory management that only the small 
concern, essentially of the partnership type with the part- 
ners doing all the work, is able to compete with private 
enterprise. Most so-called co-operative concerns, aside 
from buying and selling co-operation, are not co-operative 
at all in the proper sense of the term, but are attempts to. 
capitalize for private gain of the owners the beliefs and 
prejudices commonly held by those who may be influenced 
by the term co-operative. 


PROBLEMS 


1. Why is co-operative production more apt to be successful in a black- 
smith shop than in steel mills? 

2. Why will the fact that banks specialize in loans to different types of 
business put a handicap on a co-operative bank the stock of which is 
owned in widely different types of industry? 

3. What advantages and disadvantages as to depositors would a co-opera- 
tive bank have in your community? 

4. “Every business which belongs to a co-operative credit association must 
be subject to inspection by the association, and in proportion as this 
inspector is a high-grade man every member has a source of gain apart 
from credit.” What functions of such an inspector justify both these - 
assertions? ¥ 

5. Why is communism apt to result in small-scale rather than large-scale — 
production? 
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Take any bank statement as published in the daily newspapers. How 
many times its capital stock and surplus are its “loans and discounts”? 


REVIEW PROBLEMS 


The marketing problem makes it necessary for most industries in their 
early years to operate in the stage of decreasing cost. Explain. 
Using the outline at the beginning of Chapter XXII, illustrate types 
of advertising which fall under each of the three main types of illegiti- 
mate products. 

We do not, as a rule, stop buying because we see nothing else which has 
a consumer’s surplus for us. What is the normal check on buying? 


_ (Chapter XXIII.) 


The price of wheat and corn are interdependent both through origin 
and through use. Explain. 

In introducing a new washing machine, what phase of the analysis 
which should precede sales plans (Chapter XXV) would you regard as 
most essential? 


CHAPTER XLII 


BUSINESS CYCLES AND THEIR INFLUENCE IN 
MARKETING 


THE Nature or Business Crcurs 
The Overproduction Explanation of Business Cycles 
The Political Explanation of Business Cycles 
The Essential Facts of the Business Cycle 

Business Crcues anp Business Forecasting 
The Relation of Business Cycles to Buying 
The Relation of Business Cycles to Extension of Credit 
The Relation of Business Cycles to Advertising 


THE NATURE OF BUSINESS CYCLES 


Tue modern business cycle as we know it seems to have 


had its origin in changes that took place in the economic 
organization of the world as a result of the industrial revo- 
lution. Various explanations of panics and industrial de- 
pressions have been offered from time to time, with a 


marked tendency to stress one particular thing as the cause 


and some special remedy as the cure. One group has 
stressed the private ownership of land as the cause, an- 
other has stressed the ownership of production goods by 
private entrepreneurs as the cause, another has stressed 
the pyramiding of profits, and so on. 


Some of these explanations have especial importance in 


marketing because they are too often held and are definitely 


misleading, and to this group belong the overproduction © 


and political theories. Other theories deserve and receive — 
much more consideration from economists, but an adequate - 


discussion of causes of the business cycle and remedies for 


the evil effects of the alternate periods of extreme prosper- 


ity and extreme depression is beyond the proper scope of © 


this text.t Certain outstanding facts about business cycles, 


1 For more detailed discussion of the business cycle the reader is referred to — 


the text on Business Cycles, by W. C. Mitchell. A good fifteen-page discus- 
sion will also be found in chap. xxx of Carver's Principles of National 
Economy. 
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however, should be a matter of general intelligence, and a 
knowledge of these general facts may be made the basis of 
general business judgment without any attempt to explain 
the cause of the cycle or without any theory as to how crises 
may be avoided or the undesirable effects of the periods of 
business depression eliminated. 

Just the knowledge that there have been serious business 
depressions in 1818, 1837, 1857, 1873, 1893, 1907, and 1921 
should teach the business man that the comparative regu- 
larity of the ebb and flow of periods of prosperity and 
periods of depression should mean something to his busi- 
ness. We may properly add to these dates 1825, 1847, 1884, 
and 1914; and if we could add a date between 1857 and 
1873 and another between 1893 and 1907, we would have 
a comparatively regular succession of periods of serious 
depressions. In general, however, there was a very serious 
business depression every twenty years from 1818 to 1893, 
with a less serious depression at the middle of each twenty- 
year period—that is, in 1825, 1847, and 1884, except that 
there was no such marked depression between 1857 and 
1873. From 1893 to 1921, however, the period of the full 
business cycle dropped to fourteen years. 

We may well note just here in connection with these dates 
the difference between general business judgment and an 
attempt to prove an absolute regularity which does not 
exist. Between the 1907 and 1921 periods of depression we 
had another one in 1914, but between 1893 and 1907 we are 
_ really stretching the matter to pretend that we can fill in 
_ the date to prove the regularity. In fact, before the panic 
_ of 1907, the most serious in the history of the nation up to 
that time, prophets and even economists, after seeing the 
_ tendency to business depressions every ten years, assumed 
_ that 1903 was the period of depression, coming along on 
_ schedule time ten years after 1893, and that for the ten 
_ years following we were to have essentially uninterrupted 
. _ prosperity. 

_ Have we passed from a twenty-year eycle to a eaurtaa- 
: year cycle? Is the next depression scheduled for the half- 
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way point between 1921 and 1941, or the halfway point be- 
tween 1921 and 1935? Are we to have trouble in 1928 or 
will the evil day be put off till 1931? Or are we going to 
skip a period, as we have done twice before since 1818, and 
have no more serious depressions until 1935 or 1941? These 
are matters for speculation, but they scarcely belong in a 
text of this kind.’ 

1. The Overproduction Explanation of Business Cycles. 
—Two theories, both wrong and both long ago exploded so 
far as economic theory is concerned, still survive as cur- 
rent explanations of the recurrence of business depressions. 
The overproduction theory proper came into prominence 
with the greatly increased productive efficiency which re- 
sulted from the industrial revolution. The assumption was 
that if more goods were produced than the market had been 
accustomed to, the market would necessarily be overstocked, 
and with the market flooded with unsalable goods a slump 
in prices would bring on a panic,’ or at least a severe indus- 
trial depression until demand caught up with supply. This 
argument was definitely overthrown by Say and has been 
recognized as unsound for over a hundred years, but it 
keeps a perennial charm for certain types of mind. The 
man who clamors for foreign trade as a necessary outlet for 
surplus production has something of the same theory. 

It seems inadvisable here even to restate in brief the rea- 
sons why overproduction cannot cause an industrial depres- — 


2 Two things may. well be noted here. The first is an organization for the 
study and control of business cycles (organized within the National Bureau 
of Economic Research, with W. C. Mitchell at its head). The second is that 
people do not always mean the same thing when they speak of “the business 
cycle.” Some mean the fifty-year period from 1870 to 1920, some mean the 
twenty-year period, some mean the ten (or seven) year period and some have 
in mind a period of from thirty-six to forty-one months. Others still think 
of the cycle of production of specific commodities and do not think that cycles 
in all commodities coincide. 

8 The distinction between a panic as financial and a crisis as either financial 
or industrial is well illustrated in the distinction between 1907 and 1921. In 
1907, banks suspended payments, good commercial two-name paper was value- 
less so far as securing money was concerned, and even government bonds had 
no market for cash. In 1921, however, in spite of the industrial situation and 
the business failures that rivaled those of 1907, the banking system was not 
thrown into disorder, and banks were able not only to fulfill their obligations, — 
but to extend credit wherever circumstances seemed to justify it. 
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sion. Rather we need to emphasize the fact that an increas- 


ing standard of living is impossible unless a far greater 


productive efficiency is developed than anything we have 


had. Say’s Law, the principle of reciprocity, and the 
_ greater importance of the home market as compared to for- 


eign markets, should be clearly enough in the mind of the 


| student to enable him to understand for himself that over- 


production cannot be the cause of industrial depressions; 
but it will be well for him to formulate rather clearly his 


reasons until he is reasonably sure he can convince any 


open-minded person who still thinks of overproduction as 
the reason why markets are glutted in industrial depres- 


sions. Perhaps he needs to be especially careful in his 


statement of the reactions of suspended and anticipated 


- demand. 


Those responsible for the larger aspects of marketing 
must assume a fuller responsibility for seeing that people 
on the whole do more straight thinking. To assume this 


responsibility they must put themselves in the other man’s 
_ place and see the normal effects on those who think that 


overproduction causes industrial depressions or that these 


_ depressions are caused by too small a proportion of the 
_ total product going to wages. This second aspect of the 
_ overproduction theory is also a hundred years old,* but 


there was much of it in the newspaper comment on condi- 


_ tions in 1920-22. According to the argument it is the wages 
_ of labor which create demand on the market, and if wages 


are reduced demand will so greatly fall off that supply will 


exceed demand and an industrial depression will ensue. As 


_ amatter of fact, the proportion of wages to the total prod- 
_ uct had never been higher than in June, 1920, and in the two 
_ years that followed before we were once more clearly on the 
_ upgrade the proportion that was going to profits was cer- 


tainly not increasing. 
So far as wages are concerned, a very real drop in de- 


_ mand may be explained by the tendency to suspend demand 
when wages fall or the possibility of unemployment in- 


lets Gide and Rist, History of Economic Doctrines. Sismondi, pp. 173-186. 
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creases, but this applies with equal force to the suspension 
of demand by entrepreneurs and the capitalist class -gen- 
erally. So far as the division of the product is concerned, 
however, whoever gets the demand created by production 
(the total process of production including marketing), nor- 
mally exercises that demand on the market for other things. 
If he does not do so, the fact that he does not cannot prop- 
erly be explained either by overproduction or wrong divi- 
sion of the total product. 

2. The Political Explanation of Business Cycles——Not 
only the business man, but the workingman in America, 
allows his thinking to be too much interfered with by his 
political prejudices. In spite of the fact that the panic of 
1907 occurred in the administration of the most popular 
President the Republicans have ever had, and one whom 
they regard as at least one of their two greatest, there are 
still millions of Americans who believe that panics and in- 
dustrial depressions are caused primarily by the election 
of a Democratic President. It is true that the bonds made 
necessary by deficits under the Republican administration 
were already printed before Cleveland was inaugurated in 
1893; it is true that Harding had already been elected to 
redeem the country from Democratic misrule before the 
sorrows of 1921 and 1922 overtook us; but it is also true 
that thousands of good level-headed Americans think that 
the election of a Democratic President caused both of these 
industrial crises. 

Now people who are in business must get such stuff out 
of their minds. It is true that the tariff, that the policy of 
the Federal Reserve banks, that the policy of ship subsidy, 
and our attitude toward immigration have real influence on 
our economic life. But the real foundations upon which eco- 
nomic prosperity is built are not laid in November.- Sound 
manufacturing, sound marketing, and sound financial poli- 
cies depend primarily upon business men and not primarily 
upon politicians; and in proportion as business men apply 
themselves to the study of securing and maintaining eco- 
nomic efficiency, the disease which first became regularly 

560 


CYCLES AND THEIR INFLUENCE IN MARKETING 


recurrent after the industrial revolution will lose its power 


to work the havoc it has worked for the past hundred years. 
3. Essential Facts of the Business Cycle—It is not of 


supreme importance for the average business man to be 


sure he understands the causes which bring about industrial 
depressions. It is more than likely that the causes are 
manifold rather than single, and it is absolutely certain 
that the average business man has neither the time nor the 
training to make an intelligent study of the question in all 
its aspects. But he can know when industrial depressions 
have occurred and when the various prophets schedule the 
next one. He can make a study of his own business, and the 


“ways in which his own industry and his own business may 
_ hope to avoid the worst in case a general depression does 


occur. 

He knows that during the period of depression prices 
fall, turnover slows up, labor is less efficient, and profits 
tend to decrease or even disappear. He knows that after 
the period of depression prices pick up, volume increases, 


profits return to normal, discontent is less in evidence and 


even tends to disappear, and that it is so easy to get credit 


_ that many expand their business more rapidly than is wise. 


He knows that there is a different type of competition in 


periods of prosperity from that which he meets in periods 


of depression, and he knows that during periods of pros- 


-perity he should put aside a sufficient reserve to carry him 


over any possible reverses during periods of depression. 


_ These are the essential facts of the business cycle, and in a 


way the average business man may be said to know them, 
but the average business man does not keep these facts 

_ sufficiently well enough in mind to let them have their 
‘proper influence in guiding his business activity. 


It is at least possible that the evil results of business 


-eycles, and even the business cycles themselves, will find 
_ their solution primarily as each type of business adjusts 
itself to the facts revealed in each previous depression. 
_ This is, in fact, the normal source of hope, since it is too 
- much to hope for to expect that scientific solution will reveal 
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one great underlying cause so convincingly that all business 
will readjust itself to the needs of the situation. Our eco- 
nomic progress is normally marked by the bones of the 
dead, and each business cycle teaches us something to be 
avoided. Moreover, as business associations increase and 
the stress of business organization is placed more and more 
on educating the inefficient as a means of guarding the wel- 
fare of the efficient, we may hope that sounder business 
judgment will gradually develop. Until that time arrives, 
however, the man who has sound business judgment will at 
least keep clearly in mind the essential facts of the business 
cycle as furnishing him with a knowledge of the general 
business conditions which he will have to face in his own 
business. 


BUSINESS CYCLES AND FORECASTING 


The phenomenal popularity of the various agencies which 
have engaged in business forecasting is evidence that they 
fill an economic want. People want to know what the future 
will bring forth and are willing to pay for such information 
and to base their conduct upon it to a very large extent. 
Very naturally the business cycle, the typical twenty-year, 
fourteen-year larger cycle, and the shorter ten-year, seven- 
year cycle, and the still shorter thirty-six to forty-one 
months cycle form the bases of such forecasting, either as 
the background of the forecasting or as proof that such fore- 
casting is possible. And just as naturally most people who 
receive these forecasts are impressed with the graphs show- 
ing the succession of waves of high and low prices. 

It is one thing, however, to record similarities in the past 
and a wholly different thing to prophesy. Every now and 
then some one proves just when the world is coming to an 
end, and too many forecasters are altogether too certain 
just when the next depression is going to occur. Too many 
forecasters also may be too much influenced by the desire 
to tell people what to do, as well as tell them what in gen- 
eral is going to happen. And too few people recognize that 
’ if everyone took the advice of any forecaster, the very fact — 
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that they took his advice would supply conditions which 
- would overthrow the normal course of economic tendencies. 

Of course those in the forecasting business may well 
point out that their forecasts are not intended to take the 
place of business judgment on the part of those who read 

them, and that what they do is primarily to supply an addi- 
tional set of data for the competent. They may add that 
custom is so powerful and the natural inertia of economic 
forces so great that certain results almost surely follow 
certain conditions. Yet while it is far from the purpose of 
this text to discredit the value of such general forecasts, the 
tendency in marketing has been to put too much faith in 
forecasting of a general nature. Especially in times of 
business stress the immediate problem and its immediate | 
factors should receive a solution not too much influenced by 
forecasting. The entrepreneur who tends to depend on 
things beyond his control rather than on things within his 
control is not primarily the type that tends to survive. In 
times of depression the type of forecasting which is definite 
enough for any but the most general business policy is no- 
toriously undependable. 

1. The Relation of Business Cycles to Buying—The 
reader must not suppose that in pointing out the danger of 
_ following general forecasts instead of personal analysis of 
_ his own problems by the entrepreneur, this text would dis- 
eredit the business forecast as an entirely proper element 
which may properly enter into this personal analysis. In 
his own business and in his own locality, it is true, the 
_ things predicted may not come true even when they do come 
_ true elsewhere and in other lines of business; but to con- 
sider these tendencies may make the individual business 
man and the association to which he belongs so adapt them- 
selves as to take advantage of favorable circumstances and 
ward off harmful tendencies. 

When a period of depression seems about due, a mer- 
_ chant may well spend time and money checking up the evi- 
- dence from his own community and his own store records. 
_ To overstock at such a time may mean that he will find him- 
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self with a stock bought at high prices which he may have 
to dispose of in competition with others who bought spar- 
ingly when prices were high and filled their stock when the 
depression brought lower prices. On the other hand, if 
merchants unanimously bought sparingly it might bring on 
the depression at once, and if all bought generously and 
stimulated consumer buying by all the resources at their 
command it might even tide over the depression altogether. 
Here again the difference between merchandising and 
speculation may well be given prominence. The attempt to 
buy heavily on a rising market and very sparingly on a fall- 
ing market is apt to interfere with effective merchandising, 
for volume of sales is more important than overstocking or 
understocking and is apt to be interfered with by either 
process. It is, moreover, wholly impossible for any fore- 
caster to foretell when a period of depression is due with 
sufficient accuracy to be of especial benefit to the buyer of 
merchandise. All he can hope to do is to show the tendency. 
A grocer with a turnover of twelve is very clearly be- 
yond the aid of the forecaster so far as his immediate busi- 
ness is concerned, but in a department store with a turn- 
over of only three and with orders placed considerably in 
advance there is need for more attention to future consumer | 
volume. But even here effective merchandising is far more 
than the buying problem alone, and a certain volume of 
stock may be necessary even though it must be moved by 
greatly stimulated sales efficiency and even by a nonprofit 
period. In short, even the large stores are and should be 
more controlled in their buying policy by the stock needs 
for effective merchandising than by country-wide condi- 
tions. It is indeed more than likely that sound merchan- 
dising policy should more and more guard against regulat- 
ing buying by trying to guess whether the market will rise 
or fall, and should buy primarily for the needs of the im- 
mediate turnover.® Em 


5 There are great possibilities in forecasting probable consumer demands, 
which naturally would be influenced both by national and local income, but so 
far as the writer knows, no great store with adequate facilities has made any — 
efforts in this direction. 
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_ 2. The Relation of Business Cycles to the Extension of 
Credit—Both wholesaler and retailer may profit by study- 
ing the relation of the business cycle to the proper exten- 
sion of credit. This does not mean, necessarily, that the 
extension of credit to established customers should be cur- 
tailed, but it does mean that in the period of depression the 
house extending credit should keep, if possible, in still more 
intimate touch than usual with the business of those to 
whom credit is extended. The wholesaler and jobber have 
in this period an unusual opportunity to teach the funda- 
mentals of good merchandising to their customers, and to 
bind their customers to them by a service which is more 
than merely supplying goods. 

The most important function of studying business cycles 
so far as the guidance of the wholesaler and jobber is con- 
cerned is what it teaches about the extension of credit to 
new concerns. During periods of business depression a 
great number of men are often thrown out of employment, 
and many of these men as a means of getting employment 
start up in business for themselves. Their chance for suc- 
cess is below normal and wholesalers should recognize this 

when considering extending them credit. In the first place 

it is not, as a rule, the more competent men who are thrown 
out of employment, and only after the most careful scru- 
tiny of the man’s ability should credit be extended even 
under favorable circumstances. The fact that the whole- 
‘salers find it hard to dispose of their goods to the existing 
retailers means that increasing the number of retailers may 
still further retard the recovery to normal. 

Even when things are improving after a period of de- 
‘pression, the wholesaler should scrutinize carefully the 
type of man going into business to whom he extends credit. 
This is an especially hard time for a man to start a business 
and make a success of it. There are still a large number 
of retailers on the verge of bankruptcy, and the really 
strong stores have been doing business so long below nor- 
mal profit that they are setting a hard pace even for one 
another. The man who entered business in 1908 or 1922 
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had a harder row to hoe than the man who entered business 
in 1909, for after the return to normal prosperity the ex- 
panding needs of the country could more readily supply a 
sufficient volume of trade to support additional stores. 

Of course there are men of exceptional ability who would 
make a success under almost any conditions, and to such 
men credit should be extended even in times of depressions. 
It is true also that if a man does enter business at a time 
when he labors under a handicap it tends to develop his 
capacity if he has any. On the whole, however, the opening 
of new stores in a period of depression is not a help either 
to the wholesalers or to the other retailers, and normal sales 
volume will be restored with less loss to both groups if 
credit during this period is reasonably well restricted to 
those already in the field. 

3. The Relation of Business Cycles to Advertising. vee 
of the great functions of national advertising is to act as a 
business gyroscope to keep the volume of business steady. 
In periods of great prosperity sales may be so easy that 
there is a temptation to reduce advertising and a tendency 
to forget that the great purpose of the advertising of to-day 
is not primarily to influence the sales of to-day, but pri- 
marily to influence the sales of the future. The reputation 
of an automobile next year depends quite as much and often 
more upon this year’s advertising than upon the adver- 
tising done next year. . 

So also in periods of depression when everything i is being 
done to cut costs it may not be the part of wisdom to cut the 
advertising appropriation. Especially if the advertising is 
of the institutional type, such a policy, unless absolutely 
necessary, is unwise. Advertising is im fact a cumulative 
process extending over a long period of time, and a weaken- 
ing of the process by a lowering of advertising efficiency 
under temporary conditions is apt to prove a losing policy 
in the long run. ; 

Especially when we regard the other functions of iadver-1 
tising, its function as analysis, its function as stimulating 
authority co-operation, and its function as creating con- 
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sumer desire before the consumer has acquired market de- 
mand, the function of advertising in helping to overcome 
the period of depression will be more evident. There is, of 
course, in periods of depression, a tendency to revert to 
flamboyant price reduction advertisements, and this natu- 
rally follows from the conception of advertising as pri- 
marily to produce immediate sales. The manufacturer may 
even be inclined to put too much stress on advertising of 
this type, and only the clearer visioned among retailers will 
understand that even here it pays to preach quality, quality 
instead of price, price. 
Summary.—The study of the business cycle has developed 
a strong tendency to lay altogether too much stress upon 
business forecasting. As a general rule the manufacturer 
had better lay more stress on his manufacturing and mar- 
keting processes, and less upon forecasting as a means of 
determining whether he’shall buy heavily on the theory that 
the market for raw materials will rise, or buy sparingly on 
the theory that prices of raw material are coming down. 
Likewise the merchant will do well to buy primarily for 
efficient merchandising rather than to trust too largely to 
his own forecasts or that of others and strive to get his 
profits by outguessing the market. 
- To warn people against forecasting is not popular doc- 
trine, but until forecasting gets much more reliable than it 
is it is sound doctrine, and especially so in this whole field 
of marketing. This does not mean that the merchant in the 
wheat belt should pay no attention to the condition of the 
wheat crop, nor that he should persist in buying in the same 
volume when a period of industrial depression is under 
way. It does mean, however, that a great merchandising 
success may be achieved when others are failing, and that 
merchandising success or failure depends primarily upon 
‘lore immediate issues than the long-time reactions involved 
in forecasting. 
_ Only in the field of credit has the business cycle any very 
definite wisdom to supply to the marketing field, and this 
wisdom i is not connected with forecasting. It is just a fact 
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that it is dangerous to extend credit to new concerns which 
start at any place in the period of depression, whether at 
the beginning, middle, or when things are just turning for 
the better. If it were certain that a period of depression 
were on the way it would also be wisdom to withhold credit 
just before one; but these periods of depressions do not 
always come when scheduled and the wholesaler cannot 
afford to refuse credit until he has actual cause much more 
substantial than prophecy. 


PROBLEMS 


1. Explain clearly on the basis of Say’s Law why there can be no such 
thing as general’ overproduction. 

2. What doctrine of Say provides against overproduction in a epee 
field ? 

3. Explain a possible overproduction in some field on the basis of sus- 
pended demand. 

4. Explain a possible overproduction in some industry on the basis of 
diverted demand. 

5. Why may foreeasting be more profitable in the investment than in the 
marketing field? 


REVIEW PROBLEMS 


1, Suppose you were advising a co-operative selling organization in 
Arkansas in regard to marketing their apples. What would be the first 
function of advertising in the plan you advised? 

2. What advantages might this co-operative organization have in market- 

ing over nonco-operative marketing? 

What are the chief difficulties of co-operative selling organizations? 

What are the chief difficulties of co-operative producing organizations? 

Why may the business cycle develop co-operative buying and also 

bring about the bankruptcy of many such organizations? 


Cue 


CHAPTER XLII 


RIGHTS AND RESPONSIBILITIES OF CONSUMERS 


Rights or THE ConsuMER TO 4 COMPETITIVE MARKET 
The Competitive Market as Regulator of Production 
Competitive Markets Essential to Economic Distribution 
The Competitive Market as Protector of Consumer’s Surplus 
RESPONSIBILITY oF ConsuMERS FoR RicHT COMPETITION 
Rights of the Seller to Co-operation of Buyers 
Responsibility of Buyers for Ilegitimate Competition 


RIGHTS OF THE CONSUMER TO A COMPETITIVE MARKET 


Tu very nature of our present economic order involves 
regulation of production, consumption, and distribution 
through prices established by competition. In order to get 
the things which he himself desires each member of society, 
so far as his ability and intelligence allow, produces that 
which will bring him the largest returns; and it is by the 
price of the various products that society indicates their 
comparative importance. If, then, the price of a product 
is truly to represent its comparative importance, in view 
of all the various types of economic wants, its price 
must be determined under essentially the same conditions 
as the prices of all other goods with which it is to be 
~ compared. 

A market price determined by free competition is thus 
essential to guiding economic activities into the production 
of the right things and in the right quantities. It is also 
essential to guide consumption aright—that is, to make sure 
- that those things which are produced are used by those to 
- whom they are of the greatest economic value. This means 
_ that each must pay for what he gets a price which expresses 
_ its relative importance to other things. The price of goods 
for consumption, moreover, is quite as fundamentally con- 
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cerned with the problem of distribution, since the real in- 
come each member of society receives is not his money 
income, but what he buys with it. 

Various arguments are used to justify the feeling on the 
part of the buying public that the producer is robbing the 
consumer if through raising his prices he makes more than 
a normal profit on anything necessary to maintain the ac- 
cepted standard of living. The economic basis, however, 
is the fundamental assumption that free competition is the 
essential regulative principle of our present order, and that 
the economic function of government finds its place in rela- 
tion to this principle. On the one hand, it is the function 
of government to maintain conditions of free competition 
not only as a right to which producers are entitled, but as a 
condition equally essential to protect the rights of the con- 
sumer. For if the consumer disposes through a competi- 
tive market of what he produces, and gets a price lowered 
by the competition of sellers, his money income has been 
lowered by competition. Such a seller has, therefore, a 
right to buy in a market in which the prices are determined 
by. competition. 

The other function of government with relation to com- 
petition is to assume control of such functions as the com- 
petition of private interests cannot properly perform. The 
postal service, the protective service of the police and army, 
common-school education, etc., are types of such service; 
and if private ownership even under government regulation 
should prove inadequate to such an extent as to imperil the 
interests of all, then government ownership of the rail- 
roads, coal mines, and lumber industries will be a legitimate 
outcome of the function of the government to take charge 
where the competitive principle fails. In the lumber indus- 
try, for instance, it must be evident to all that price is not 
fixed by competition in an open market; in fact, as more and 
more of the forest resources of the United States have come 
under control of large companies, the costs of lumber to the 
consumer have more and more exceeded the costs of pro- 
duction. 
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1. The Competitive Market as Regulator of Production. 
—The welfare of the people as a whole is vitally concerned 
in having the total resources of the country used to produce 
not merely the right goods, but the right proportion of 
these goods; and competition is the only principle upon 

which the present order can depend to secure the produc- 
tion of goods in the right proportion. This regulation of 
quantity is secured automatically by the fact that if all 
products are sold on a competitive market and there is too 
much of one type of goods produced, the competition of 
sellers to dispose of those goods will reduce the price below 
that which will yield a normal profit to the marginal pro- 
ducers, and the result will be that those who make less than 
the normal profit will produce other goods, goods for which 
there is more demand. So also if in another type fewer 
goods are produced than are needed, the competition of 
buyers will raise the price to such an extent that producers 
will receive more than normal profit, with the result that 
more people will produce such goods. 

Anything which interferes with free competition inter 
feres with the regulative principle which, by regulating 
price and profit, makes the self-interest of producers use 
the resources of the country in such ways as to produce the 
right goods in the right quantity to satisfy economic wants. 
_ Evidently, if the production of wheat could be so restricted 
that wheat would sell for five dollars a bushel, the rights 
of the public would be violated. The rights of the poorer 
classes who could not afford to buy wheat flour would be 
violated, and the rights of those who could still afford to 
buy it would be violated; for both these classes have a right 
to demand that the resources of the country shall be used 
to produce goods in quantities proportionate to the coun- 
try’s needs. 

Thus the principle that individual products should be sold 
at a price determined by competition has a much wider 
: application | than the rights of the individual consumer; it 
is essential to the efficient use of the resources of the coun- 
try. Any price manipulation which inflates value instead 
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of producing utility is a wrong guide to production as well 
as a process of victimizing the consumer. This principle is 
evidently the one involved in the regulation, or attempted 
regulation, of monopoly, whether the monopoly secures its 
gains by limiting production or by the creation of artificial 
scarcity or merely by controlling all the product and fixing 
a price at such a point that it returns more than normal 
profits. 

2. Competitive Markets Essential to Economic Distri- 
bution.—_Hach man produces whatever will give him the 
greatest demand upon the market, and each is interested in 
getting as high a price as possible for what he does produce. 
Both in his selling and in his buying the public is interested 
in what he gets, however, not because they are interested in 
him personally or in seeing that he gets a just price for the 
sake of justice and right, but because they are interested in 
having him produce what they want produced. It is essen- 
tial for those who would understand how the public interest 
is bound up with that of the individual that they should 
dispossess themselves of the emotional attitude that a man 
should be paid according to how hard he works, and that 
they should get the economic attitude that a man’s pay de- 
pends, and ought to depend, upon the value of what he 
produces. 

Equally essential to understanding this process is the 
fact that what a man really gets is not dependent alone upon 
the selling price of what he sells, but is equally dependent 
upon the selling price of what he buys, for what he buys 
constitutes his real income. This fact may be made more 
evident by two different types of treatment of their em- 
ployees by different types of entrepreneurs. In one type, 
not at all confined to story books, the entrepreneur fur- 
nishes all the supplies to the laborer and charges him exor- 
bitant prices, thus reducing his real wages; and in the other 
type the entrepreneur not only gives ie things not in- 
cluded in his money wage—gymnasiums, medical attention 
for himself and family, opportunities for night school, ete, 
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_—but sells him his lunches for less than cost and gives him 


_a chance to buy stock on more favorable terms than an out- 
sider could secure. 


The employer, however, can control the price of only a 
few thing's which his employees buy. He also is therefore 
interested in having the price of things purchased by his 
employees determined by competition, for the lower these 
prices are the better his workmen will be satisfied with 
their wages, and the higher these prices go the more insist- 
ent will his workmen become that they must have higher 
wages. As regards wages, therefore, it is essential that the 
prices of consumers’ goods be determined by competition in 
order that the real wages of labor shall be in proportion to 
the service value of labor as recognized in his money wage. 

In this connection it is well to remember that under nor- 
mal conditions there are three elements of cost—the wages 


of labor, the interest on the invested capital, and the profit 


of the entrepreneur. It might also be conducive to honest 
and intelligent consideration of the price-making factors to 
recognize that labor is just as much interested in raising 


_ wages as the entrepreneur is in raising profits, that both 
- elasses raise their own share as much as they can and on 


the whole without regard to the rights of the consumer of 


their. particular product, the product both are engaged in 
_ producing. After recognizing this frankly, however, an- 
- other fact should be recognized just as frankly, and this is 


that it is none of the consumer’s business how high wages 


_ or profits rise in an individual business if by increase in 
_ efficiency the products of that business can be sold as 


cheaply as those of less efficient concerns in the same line 
of business. 

The competition which the consumer has especially in 
mind—that is, the competition which has a direct influence 
on his own real income, is the competition between pro- 
ducers of the same types of products. In the course of time 
such competition will drive out of the business the less 
efficient producers and thus lower the cost to the consumer, 


for the price of a product on a truly competitive market 
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tends to approximate the cost. to the marginal producer, 
this cost including, of course, the normal profit to the entre- 
preneur, which repays him for his risk and responsibility. 

Distribution, then, is effected under our present order 
by two processes, and in each of them. competition is an 
essential factor in inducing men to do that thing which in 
the opinion of society as a whole is their most important 
function in society. First the money price of what they do 
is determined by competition, at least an. upper and lower 
price limit is so determined; and, second, their real income 
is determined by competition in so far as competition deter- 
mines the price which they must pay for what they buy with 
their money income. As wages, rent, and profit. are the 
real points in controversy, however, it may be advisable to 
review once more the general outlines of the process by 
which competition influences the distribution of their shares 
to each of the three factors, land, labor, and sernaned 2s» roma 
ship. 

If the owner of land is also the entrepreneur his shares 
as landlord and entrepreneur are not clearly separated in 
the commercial process, but if the landlord rents his land 
for cash rent to the highest bidder the process is clearly 
competitive unless by combinations of one sort between 
landlords or renters the competitive principle is made less 
fully operative. Hach prospective renter bids until the one 
to whom the land is worth the most has by price competition 
secured the land, and this price means that the bidder can 
use the land more productively than the other bidders. 
This is what society is interested in—in having all resources 
used by those who can use them most effectively, provided 
that the products of this use shall be marketed on a com- 
petitive basis, so that the consumers may benefit by this 
more efficient use of resources. 

The wages of labor may be determined within stein 
limits by other processes, but the lower limit of wages is 
normally determined by the competition of employers; and 
this means that those employers who can use the labor to 
best. advantage will get the labor to use, just as the bidder 
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who can use land to best advantage gets the land to use. 
Moreover, consumers are interested in having these employ- 
ers rather than others secure the use of labor, for the more 
efficient their use of labor the lower will be the price of the 
product if it is marketed under conditions of free com- 


petition. 


The share of land and the share of labor, therefore, are 


_ primarily determined by the competition of buyers, and 


are thus in contrast with the share of entrepreneurs which 
is determined primarily,’ so far as competition is concerned, 
by the competition of sellers. For the producer of a prod- 
uct, the man who takes the responsibility of producing the 
finished goods, gets his profit by selling his product and 
receiving for it something above what the other elements 
have cost him. If his laborers are able to keep other labor- 


ers from competing with them they can force his labor costs 
_ up high enough to force him out of business unless he can 


keep raising the price of his product or increasing the 


_ efficiency of his plant. So also if he can, by agreement 


_ with his competitors, or through control of the market, keep 
raising his prices, he can keep raising his profits. 


= en ee eee 


3. The Competitive Market as Protector of Consumer’s 
Surplus—In one way the interests of labor and the inter- 
ests of the entrepreneur may be regarded as identical with 


_the interests of the consumer. In the long run efficiency 


does bring its reward. Efficient labor means low unit cost 
for labor in manufacturing—that is, the labor cost in a 
locomotive will be low, though the wages of the laborers are 


_ high. In the stable period before the war America had 


higher wages than England, and much higher than France 
or Germany, but these wages were higher because under the 
conditions of its employment this highly paid labor was able 
to manufacture locomotives more cheaply than other coun- 


tries and therefore could export them into all countries in 
the world. So also efficient. labor in flour mills and in the 


_ 17This refers, of course, only to the effect of competition in determining 
profit, The source of more than normal profits under conditions of free com- 
‘petition are primarily the high productive efficiency of the entrepreneur him- 
elf and sources of a gain. 
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textile industries will in the long run gain its reward 
through efficiency. 

For the entrepreneur, also, in the long run high eiiiealey 
will bring rewards. No matter if the price of his product 
is fixed at the point by the competitive process which yields 
only a normal profit to the marginal producer, the entre- 
preneur of real efficiency will always be an intramarginal 
producer receiving higher than normal profits per unit of 
goods sold. Moreover, in proportion as he increases the 
quality of his product he will be able to increase the volume 
of his sales, and if he strives for success by this process his 
interests and the interests of the consumer are closely 
related. 

One makes a serious error, however, in accepting the pro- 
testations of either labor or the entrepreneur that either of 
these groups as such is the true protector of the interests of 
the consumer. Both the laborer and the entrepreneur are 
always ready to encroach on the rights of the consumer 
whenever they can, for the desire for immediate gain gets 
the best of human nature in spite of all the theories of 
service upon which so much of our productive development 
depends. If the economic reactions of free competition 
will not defend the consumer he must defend himself, 
directly, by associations, or through the government, for no 
other group will. 

The competitive market for labor, therefore, more often 
potential than actual, is necessary to prevent the labor costs 
in individual industries from rising so high as to force so 
great a rise in the price of the product as to deprive the 
consumer of his legitimate consumer’s surplus. The neces- 
sity of competition is still more evident in the case of the 
residualist group of entrepreneurs who seek to raise price 
to the consumer by every possible means which will not 
have too disastrous an effect on volume. As long as free 
competition can be maintained, however, the consumer will 
get goods at a price not greatly above costs of production, 
and both marginal consumer and pater consumer 
will receive their legitimate consumer’s surplus. 
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RESPONSIBILITY OF CONSUMERS FOR RIGHT COMPETITION 


_ The ideal market which the economist has in mind, when 
he speaks of price being determined by the competition of 
buyers and sellers, is one in which both buyers and sellers 
are intelligently aware of market conditions and will buy 
and sell on strictly economic motivation. For this reason 
the wholesale market and the national markets for great 
staples such as wheat and corn are more often used for 
illustration than the retail market. In the retail market 
the buyers are often moved by mere whim and only a minor- 
ity are intelligent enough to buy on a price basis. 

A 10-per-cent difference in price is really deserving of 
the word enormous when profits per turnover are under 
consideration, yet the average buyer of a suit of clothes 
cannot tell that much difference between two suits if they 
are placed in his hands. The same is true in shoes and 
even in houses. How, then, can the seller who wants to sell 
at low profit per turnover as a way of increasing sales 
serve the customer who wants to buy on a price basis but 
lacks the trained intelligence to do so? 

1. Rights of the Seller to Co-operation of Buyers.—Buy- 
ers cry out against the way salesmen victimize buyers, and 
salesmen cry out against the way buyers victimize sales- 
men; and they are both right. Buymanship is just as high 
~ an art as salesmanship, and they are co-operative processes. 
Every legitimate commercial transaction must result in a 
profit to both buyer and seller, but the salesman who is 
really striving to give expert service to the buyer is often 

hopelessly handicapped by the suspicious attitude of the 
_type of buyer who hasn’t enough intelligence to buy on his 

own judgment and yet who feels that everyone is trying 
_ to swindle him. 
The better stores as well as the better manufacturers 
are developing the expert service type of salesmanship ; 
but no matter what the type of salesmanship, if it is truly 
_ productive as measured by value to the consumer, it must 
give the consumer a service which makes the goods he buys 
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worth to him the original cost to the merchant, his interest, 
storage, advertising, and profits cost, and also the cost of 
the salesman who is trying to find out what will best serve 
the buyer and induce him to take it. The buyer, therefore, 
who refuses to co-operate with the salesman is just as truly 
stupid as the farmer who refuses to co-operate with his 
hired man. If he is not willing to tell the salesman what he 
wants and put the burden of responsibility on the salesman, 
that is of course his business. Nine times out of ten, if he 
is in just a normally respectable store he will profit by 
so doing; but if he wants to use his own judgment at least 
he should give the clerk every assistance in telling him as 
nearly as possible what he wants and in asking questions 
which will make the salesman see what are the qualities 
desired. Above all, if he wants to use his own judgment 
he should develop it until it is fit to use; for the greatest 
incentive to salesman dishonesty in selling goods ts the 
buyer who pretends to be a judge of goods but is not. 

2. Responsibility of Buyers for Illegitimate Competition. 
—After all the conclusive evidence we have had presented 
to us, we can scarcely doubt that reasonable care on the 
part of the present generation would stamp out tubercu- 
losis; but no great and immediate drop in the death rate 
from tuberculosis is to be expected. So also illegitimate 
competition could almost be stamped out in a much shorter 
time than a generation, say in three years at most in all 
lines and in two years in retail merchandising. All it needs 
is reasonable care on the part of all consumers, the people 
just as vitally interested in this white plague of industry 
as the nation is in the health of its people. But all con- 
sumers will not take this reasonable care to stamp out 
illegitimate competition, spasmodic protest taking the place 
of systematic action. 

First of all, the individual is directly responsible for his 
own contributions toward the making of illegitimate com- 
petition profitable. Every man who attends a fire sale 
helps that type of swindle. Every man who buys uninvesti- 
- gated oil stock helps that type of swindle. Every man who | 
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is drawn into a store by untruthful or exaggerated adver- 
tising and buys anything in that store, whether the thing 
he came to buy or something else, helps that swindle, helps 
make that type of swindle pay the swindler. And as long 
as the swindler finds it profitable to swindle he will 
keep at it. 

_In the second place, a community owes it to itself to pro- 
tect its members from illegitimate marketing methods as 
well as from illegitimate manufacturing methods. The 
retailers do what they believe is most profitable, and if 
there are large numbers of retailers who use illegitimate 
methods, whose advertisements are unreliable, and whose 
clerks will do anything to get the customer’s money, it is 
because there are a large number of people in that city 
who make such merchandising practices profitable. If some 
association of well-to-do people looking around for some 
way to spend their money and in doubt between two more 
or less useless additional charitable organizations would 
establish a shopping bureau whose function was not to tell 
people where to buy, but to tell them where not to buy, they 
could do more to increase the real incomes of all legitimate 
types than any other single field now open to public-spirited 
enterprise. Justa list of stores to be added to as informa- 
tion accumulated and from which the names of stores would 
_ be taken as sales and advertising methods were reformed, 
that would be the only necessary publicity. The real cost 
_ would be a small group of expert shoppers upon whose 
unbiased information stores would be added to the lst 
under some such legend as: ‘‘THE assocIATED CONSUMERS 
OF THE CITY HAVE INVESTIGATED THE SALES AND ADVERTISING 
METHODS OF THE FOLLOWING STORES AND STRONGLY URGE THAT 
THEY BE NOT PATRONIZED UNTIL THEIR NAMES ARE TAKEN 
FROM THIS WEEKLY List. ANY STORE MAY HAVE ITS NAME 
TAKEN FROM THE LIST BY GIVING SATISFACTORY ASSURANCE 
THAT IT WILL USE ONLY LEGITIMATE ADVERTISING AND SALES 
METHODS.’? 

It should be noted, however, that this type of remedy is 
not open to the ordinary community, and that where it 
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might be open its success would depend primarily upon 
public confidence in the absolute uprightness and strong 
common sense of the man in charge. The laws of libel 
would demand that only the well-established truth should 
be the basis of listing and that the listing should be not 
only absolutely devoid of malice, but for the public good. 
Charges of unfair practices would have to be carefully 
investigated, for friends of illegitimate stores and enemies 
of even the higher types would be preferring charges. 
Most difficult of all to handle properly are the charges of 
customers who have tried to swindle stores, for instance by 
returning used articles, and have had their ire aroused by 
having been caught by the store. 

The normal method, and the one that up to the present 
has worked most successfully, is the ‘‘Better Business 
Bureau.’’ This is normally formed and supported by the 
advertising club or by the better type of merchant who 
wishes to protect himself from illegitimate competition. 
The banker and the legitimate bond dealer are also inter- 
ested, as they wish to protect themselves from the illegiti- 
mate competition of those who are selling illegitimate 
stocks and bonds, or selling by illegitimate means or extray- 
agant promises stocks and bonds in themselves wholly 
legitimate. By means of advertisements all who regard 
themselves as having been misled or defrauded by adver- 
tisements or direct sales are invited to make complaint, and 
evidently misleading advertisements are investigated with- 
out waiting for complaints. For instance, if one merchant 
advertises goods of a specific type below what they cost 
another merchant, the chances are he is not telling the 
truth, and an investigation is in order. This illustrates the 
real power behind the Better Business Bureau, for it makes 
merchants feel that not only the more or less ignorant cus- 
tomer is scrutinizing his business methods, but every legiti- 
mate competitor—and the great majority of merchants are 
ready to respond to a plea for fair competition when made 
by an organization which represents the better elements in 
business. 
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Only in extreme cases does the Better Business Bureau 
carry the matter to the courts. Quiet, steady pressure pro- 
duces better results and gets the co-operation of the offend- 
ers themselves instead of their bitter antagonism. Court 
processes, moreover, even police-court processes, are uncer- 
tain and tedious and costly; and in this connection the 
difficulty of securing real protection by legislation should 
be frankly stated. It is not difficult to get laws of a gen- 
eral nature passed, but it is hard to get them enforced. 
Such cases do not make a reputation for the county attor- 
ney, and the laws:are, as a rule, liberally provided with 
loopholes. On the other hand, an active public sentiment 
manifesting itself through any means intended to make 
illegitimate practices unprofitable will reduce it to a mini- 
mum. One juryman, stupid or unscrupulous, may prevent 
a conviction for illegal commercial practices; but it is also 
true that one juryman with just a reasonably developed 
conscience as to his duty to the public can prevent any man 
really guilty of illegitimate commercial practices from 
getting even one cent damages for libel, no matter how far 
it is necessary to carry publicity against illegitimate 
business. 

Summary.—tThe producers of all classes are alike inter- 
ested in securing for themselves as large a share as pos- 
sible of the product which is produced by the combination 
of all four factors—land, labor, capital, and entrepreneur- 
ship. They secure whatever they do secure by a process 


_of price determination, and this is the only possible way of 
_ dividing the value produced; since there is no possible way 


of determining what proportion of the value of any given 


article any given factor produced. The price of labor is 


therefore determined upon the labor market, the price 
of land upon the land market, and the price of capital—the 


interest rate—upon the money market. Finally, the price 


of the product is determined upon the market, and the 


_ entrepreneur gets as his share the price of the product 
4 minus the shares which have already gone to labor, capital, 


and land. 
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Not one of these classes is primarily interested in the 
consumer, though all belong to the consumer class; yet it 
is the competition of these classes which is the regulative 
principle which in the main protects the rights of the con- 
sumer. Government regulation, where the regulation of 
competition fails, may aid still further; but the consumer 
must himself supply one of the conditions necessary to the 
effectiveness of competition as a regulative principle. For 
competition implies intelligent buyers, and though in the 
different stages of production in manufacturing and whole- 
saling the buyers are reasonably intelligent, yet when it 
comes to the final disposal of consumers’ goods the buyers 
are not intelligent. The weakest point in the system of 
regulation by competition is the lack of intelligent co-opera- 
tion on the part of the consumer. Very largely, very 
largely, indeed, to use Kipling’s phrase, ‘‘On his own head, 
in his own hands, the sin and the saving lies.’’ 


PROBLEMS 


1. In primitive communities price had to be fixed by eustom to keep the 
producer from robbing the consumer. How are similar results secured 
now in the little town which has only one store? 

2. “The man who sells at a competitive price has a right to buy at a com- 
petitive price; but though competition tends to bring price down to 
cost of production, it does not keep the more efficient from making 
extra profits.” Hxplain the seeming contradiction between extra profits 
and price fixed at cost of production. 

3, “As a rule, only those hard pressed for money buy on a price basis. 
Most of our customers buy on either a quality or a style basis.” Would 
the store whose proprietor made this statement be apt to be notable for 
high or low prices? Why? 

4. In the very nature of the case, why is there greater need for honesty on 
the part of the dentist than on the part of the grocer? 

5. What do you mean by the expert-service type of salesmanship? Where 
is it more important, in the grocer’s clerk or the jobber’s salesman? 


REVIEW PROBLEMS 


1. What were the principles of the present order as established by the 
revolution in private rights, and how were these principles affected by 
each of the three succeeding revolutions? 
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2. 


“Every dollar spent in producing illegitimate products (Chapter 
XXIJ) increases the cost of legitimate products to the consumer.” In 


_ what different ways may this reaction be brought about? 


“Monopoly price divides consumers into two classes and robs them 
both.” Explain. 


. A proper study of necessaries and luxuries would tend to increase the 
- consumer’s surplus on the.former and decrease it in the case of the 
- latter. Why? 


In a town of 1,200 with two papers and five principal stores, how would 


you go about analyzing the problem of how much advertising you 
would use? 


THE END 
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pended, 131; for present use, 483; 
for future use, 484; and volume of 
wages, 559; schedules and price, 
379, 381 

Depressions, advertising in, 566; and 
anticipated demand, 134; and sus- 
pended demand, 133 

Differential gain, 206-221; and ad- 
vertising, 218, 423; in interna- 
tional competition, 215; as eco- 
nomic guidance, 213; in entrepre- 
neurship, 212; in labor, 209; in 
land, 207, 216; nature of, 206, 219 

Diminishing returns, and the adver- 
tising budget, 421; as guide to buy- 
ing space, 501 

Discount, to advertising agencies, 
394; unfair quantity, 445-447; 
quantity and volume, 447 

Display, function of interior, 414 

Distribution, through buying, 19, 300, 
339; by collective bargaining, 462; 
in communism, 553; by co-opera- 
tive buying, 536; direct to con- 
sumer, 314-315, 537; direct by 
manufacturers, 309; direct by 
farmers, 315; direct as price regu- 
lation, 315; effected by competi- 
tion, 478, 572-574; as influence on 
production, 297; marketing and 
economic, 22; modifications of, 18; 
nature of, 13; testing, 402; two 
processes essential, 574; just a 
question of price, 336; search for 
greater justice, 297 

Diversified industries, 180-190; and 
chambers of commerce, 303; in the 
community, 181-184; and com- 
parative cost, 185; and the nation, 
185-190; and reciprocity, 189; and 
skilled labor, 187 


Out prices, to avoid loss, 416; cagh . Division of labor, 79-83, and adver- 
os ae Spe aG As 
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tising agency, 389; and marketing, 
290. (See also Specialization. ) 
Dollar, keeping at home, 59, 146 


E 


Economic determinism, 62 

Economies, external and 
327 

Education, and business cycles, 562; 
of buyer, 384; worth ost to con- 
sumer, 505; dominant principle in 
advertising, 351, 359; seller respon- 
sible for buyer’s, 489; a service to 
consumers, 507 

Efficiency, through competition, 477; 
by external economies, 327; pro- 
ductive, 222-234; and rewards, 
575-576 

Employment manager, as purchaser 
of production goods, 333 

Entrepreneur, functions of, 31, 35; 
insurable risks, 112; tendencies to- 
ward in depression, 566 

Excess profits, and producer’s surplus, 
248, 261; and taxes, 248 

Excess profits taxes, not passed on 
to consumer, 113, 178, 248, 258-259, 
262; repealed, 487 

Exchange, effect on imports and ex- 
ports, 142 

Exclusive agency, 395 

Expert-service salesmanship, and ad- 
vertising, 351; and advertising 
copy, 391; and buymanship, 336; 
chief hope of consumer, 387; and 
consumer co-operation, 578 

Exports, must equal imports, 138; 

. visible and invisible, 139 


internal, 


F 


Factors, primary, 31, 34; economic 
and noneconomic, 2; wrong use of, 
244 

Factory system, 45 

Fair price, and cost of production, 
308; includes marketing costs, 504; 
secured through advertising, 506 

Farmer, as true producer, 64, 67, 76 

Farmers’ markets, and price regula- 
tion, 315 

Federal Reserve, and panics, 126, 143; 
for emergency calls, 548 

Feeding the market, legitimate and 
illegitimate, 525-526 

Feudal régime, 39 Coane 


Forecasting, 562-566; dangers in fol- ’ 


588 


lowing, 567; as guidance in mer- 
chandising, 563-564 

Foreign trade, and comparative cost, 
161; greatest function of, 144; 
compared to home markets, 130, 
200-202; as outlet for surplus, 129; 
and overproduction theories, 558; 
as source of wealth, 55, 60; time es- 
sential in advertising, 419 

Freedom, industrial, 40, 42 

Free trade, physiocrats, 66; Adam 
Smith, 76 

Friday, David, 259 


G 


Gide and Rist, 78 

Gold, mercantilist theories, 54; re- 
actions protecting reserve, 140-143. 

Goods in process, 292 

Good will, by buyers, 373 

Government ownership, 80, 100 

Grading, a part of production, 520, 
521 

Graft, advertising as, 513; fought by 
advertising clubs, 515; of co-opera- 
tive managers, 531; special editions, 
etc., 514; test of advertising as, 514 

Gross margin, in turnover, 436 


H 


Hall, Roland, 345, 357 

Hotchkiss, George B., x, 345, 357, 370 

Hot Point, 33 

House organs, as advertising, 351; 
functions of, 404—405. 


I 


Illegitimate, processes, 241; produc- 
tion, 235-246, 382; production and 
advertising, 397; uses of advertis- 
ing, 507-514; advertising in value 
inflation, 507-508 

Immigration, 192-205; economie ad- 
vantages of, 193; and entrepre- 
neurship, 198; and foreign trade, 
202; and marketing volume, 200; 
and skilled labor, 197; and stand- 
ard of living, 194; and unskilled 
labor, 196 ar 

Imports, must equal exports, 138; vis- 
ible and invisible, 139. (See also 
Reciprocity. ) 

Income, real, 14, 20; social, 20. 

.. also Wages, and Real income.) 

‘Industries, diversified in the com- 


(See 


INDEX 


munity, 181-184; in the nation, 
185-190; diversified and reciprocity, 
189; infant and tariff, 166; infant 
and subsidies, 173; campaigns to 
secure new, 149; vampire, 171 

Inefficiency, due to entrepreneurs, 
511; due to consumers, 512 

Inertia, bar to progress, 325 

Initiative, as economic asset, 43, 48, 
229, 233; personal as motivation, 
101; and residualists, 114 

Inspection, function in advertising, 
506; function in co-operatives, 520 

Institutional advertising, before and 
after sale, 387; of local stores, 499; 
and periods of depression, 566; and 
lower cost, 502 

Interdependence of prices, 277-288; 
and buymanship, 281; and con- 
sumer’s surplus, 283; through cost, 
277 

Interest rate, as check on gold export, 
142; and labor theory of value, 103- 

Re ae 

Ivey, Paul W., 383 


J 


Jobber. (See Wholesaler. ) 


L 


Labor, competition on quality, 459; 
as consumer, 33, 559; and diversi- 
fied industries, 187; division of, 
79, 83; preying on consumers, 575; 
and the residualist, 115 

Laissez- faire, 65, 75, 288; 
570, 236 

Landschaften, co-operative credit, 550 

Large seale, production and market- 
ing, 290° 

Leaders, and trailers, 393 

Legislation, and advertising, 350; to 
protect the consumer, 237 

Legitimate commercial _transactions, 
in buymanship, 339; in merchan-, 
dising, 489; test, 493 

Lemons, tariff on, 276 

List, Friedrich, 165 

Living wage, and unfair competition, 
459 

Log rolling, 170 

Loss leaders, 338; in special sales, 
416; and volume, 450 

Loyalty, built up by advertising, 403; 

by house organs, 405 


limits to, 


589 


M 


Macklin, Theodore, 310 

Mahin, J. L., 357 

Mail order, effect on local competition, 
498; function of advertising, 30, 
147, 493-497, 500-502; involves 
price reduction, 495; and low sell- 
ing cost, 494; types of, 494 

Manufacturers, price fixing by asso- 
ciations, 113 

Manufacturing, influence of adver- 
tising, 404-409; marginal and in- 
tramarginal, 248 

Margin, available for increasing turn- 
over, 433-434; for bad debts, 440; 
and net profit, 495 

Marginal significance, and consumer’s 
surplus, 266; and real income, 300 

Market analysis, and advertising, 349, 
352; advertising based on, 390; es- 
sential to efficiency, 390; as part of 
advertising, 364 

Marketing, and business cycles, 556-— 
568; change of methods, 217; eco- 
nomic functions of, 289-303; essen- 
tial to all production, 291; more 
complex and expensive than manu- 
facturing, 293; three functions 
in distribution, 297; investigation, 
231; marginal and intramarginal, 
251; quality vs. price, 512; of raw 
materials, 290; and real incomes, 
299; in relation to scarcity, 27; in 
relation to utility, 26, 293; as 
stimulation of production, 232; ten- 
dencies in, 47; value creation, 293, 
317; and value distribution, 296 

Marketing channels, education as to, 
355; and advertising, 395; and ad- 
vertising agencies, 396; analysis 
of, 394; choice by wholesaler, 334; 
market creation, 299 

Marshall, Alfred, 327 

Marx, theory of value, 88-92 

Mediums, analysis of, 396; bias for, 
393 

Mercantilists, of eighteenth century, 
51-54; of to-day, 55-61 

Merchant marine, at any price, 58 

Middlemen, assuming risk of, 518; 
elimination by competing systems, 
216; by large organizations, 395; 
functions of, 304-318; produce 
nothing, 69; and dishonesty of pro- 
ducers, 519; test for proper num- 
ber, 523 

Mill, HA S., 144, 308 


INDEX 


Mitchell, W. C., 556, 558 

Monopoly, and co-operative selling, 
527; and competitive price, 483; 
rights of consumer, 269, 275; robs 
consumer, 482-484, 527; unfair 
competition, 459 


N 


National advertising, funetions of, 
411-414; and price maintenance, 
442; productive for retailer, 414 

National Bureau of Eeonemie Re- 
search, 133 

Net product, confined to land, 63 

Net profit, and gross margin, 495; 
reactions of abnormal, 298; stand- 
ard of, 250-255 

Newspaper, service bureau, 402; spe- 
cial editions as graft, 514 


0 


Oil booms, 151 

One price, growth of, 384 

Organization, influence of advertis- 
ing, 399-403; influence of house 
organs, 404-405; revolution in, 5, 
46, 243 

Osborn, A. F., 357 

Overproduction, and business cycles, 
558; not, cause of panics, 125; and 
Say’s Law, 123 — 


P 


Panics, theories of, 228, 559. (See 
also Business cycles, and Overpro- 
duction. ) 

Pasco, 33 

Physiocrats, 62-73; of to-day, 66-73 

Pittsburgh, 33, 49 

Price, above value, 321; and con- 
sumer motivation, 453; fair, 16, 
308, 504; four limits of, 467-468; 
inerease by residualists, 111; just, 
15, 17, 22, 100; manipulation, 28; 
means to distribution, 581; as regu- 
lating economic activities, 485; 
right, 17, 235, 327-329, 328, 338; 
standardization, 384; interdepen- 
dent, 286 

Price cutting, to avoid logs, 502; nec- 
essary to mail order, 496; pre- 
tended not real, 509; and special 
sales, 416 

Price fixing, by co-operatives, 528 

Price limits, the four, 467-468; for 


labor, 467-468, 574; of wholesalers, 
311 

Price maintenance, 442-453; effect on 
consumer, 447-450; on manufac- 
turer, 443; on quality, 448; on re-— 
tailer, 444-447; restriction on com- 
petition, 448, 452 

Price raising, and education, 490; to 
establish prestige, 487-490 

Printers’ Ink, 345, 383 

Producer, who is a, 3, 11, 291, 374 

Producer’s surplus, 247-263; and ad- 
vertising, 368; as capital accumula- 
tion, 257; and differential gain, 
262; and excess profits, 248; func- 
tions of, 253; as motivation, 254; 
as source of taxes, 258 

Production, buying, 6; for demand, 
150; large-scale marketing, 157, 
184; motivation, 36; nature of, 8— 
12; regulated by competition, 570- 
571; for social needs, 99; a8 source 
of demand, 128 

Profits, chain of vs. total expense, 
523; competition which lowers, 
471; as cost, 23, 280; excess and 
taxes (see Excess profits taxes) ; 
excess and producer’s surplus, 248, 
261; motivation and advertising, 
367; nature of excess, 113; net, 23; 
net or gross and the consumer, 436; 
in new industries, 282; normal, 
113; overestimates by co-operatives, 
519; plea of saving two, 536; re- 
actions of abnormal, 298; stimula- 
tion to co-operatives, 522; net 
yearly vs. net per turnover, 471- 
473 

Proportion, laws of combining, 500; 
principle of effective, 358, 360 

Protection, of agriculture, 53; and 
comparative cost, 161; of manufac- 
turers, 54, 165-169 


Q 


Quality, binds producer and consumer, 
586; price lowered by, 476-477; and 
price maintenance, 449; vg. price in 
entering a market, 393; vs. price in 
depressions, 567; depreciation of 
and profit, 519 

Quantity, buying, 332; and retailer’s 
margin, 495 

Quesnay, 63 


R. 


Raiffeisen, co-operative eredit, 551 
Rating, efficiency of sales force, 438 
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Real income, and advertising, 382; 
and buymanship, 339; and con- 
sumer’s surplus, 300, 383; and mo- 
tivation, 302 

Real wages, increased through adver- 

_ tising, 383; includes things not pur- 

- chased, 572; and living expenses, 
479; lowered by consumer competi- 
tion, 471; as true motivation, 384; 
and the wife as buyer, 471 

Reciprocity, 137-151; between na- 
tions, 1 7-144; between communi- 
ties, 145-150 

Religion, necessary to communism, 
552-553 

Rent, surplus not cost, 278; of land 
and building, 50; as producer guid- 
ance, 574; redistributed, 96 

Residualists, 105-119; and advertis- 
ing, 507; menace of, 117 

Retailer, and co-operatives, 312; func- 

_ tions of, 311-317; and high prices, 
304. (See also Middlemen.) 

| Revolution, industrial, 44, 243; in 
organization, 46, 243; in private 
rights, 39, 243; in transportation, 
45, 2439 

Ricardo, on theory of value, 87 
means regulate, 235; right Re. 

224; right quantity, 226; right 

| things, 223. (See also Right price. ) 

| 'Right-grade shingles, adyertising cam- 

__ paign, 506 

Right price, as regulation, 235; and 

_ buymanship, 338, 341; buyer must 

 eo-operate, 328, 338; and salesmen, 

__ 327, 329; not the ethical, 327 

Rights of consumer, i involve price, not 
profit, 474-475; to continuous pro- 

- duction, 462 

f iS) 

‘Salaries, comparative weight in cost, 

_ 427-430; related to turnover, 437 

‘Sales agent, disadvantages of, 395 

‘Sales engineer, and advertising 

agency, 364 | 

‘Salesman, influence of advertising, 

395; advertising as contact for, 
- 499-500; creating value, 323; and 

_ national advertising, 413-414; re- 

|. sponsible for buyer, 323, 328 

Salesmanship, and consumer’s surplus, 

320; and efficiency, 323; expert ser- 

vice, 5, 382; functions of, 319-330; 

of ideas, 324-325; and intramar- 


‘ 
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ginal marketing, 252; and objec- 
tive values, 325; and subjective 
values, 319; personal appearance, 
4; and price regulation, 327; and 
producer's surplus, 326; productiv- 
ity of, 291 

Say’s Law, 120-136; and _ business 
eyeles, 559; and married women 
workers, 398; and marketing pro- 
duction, 292; and the mercantilists, 
122; and overproduction, 123; and 
theories of panics, 559 

Scarcity, actual and manipulated, 
481; artificial, 28; as element of 
value, 24, 26 

Seager, Henry R., 253 

Secret reserves, advertising as, 422. 

Securities, and consumer satisfaction, 
341 

Self-interest, and the buyer, 150; 
dominating principle, 77-82; of the 
group, 235, 237; and keeping the 
dollar at home, 147; and plane of 
competition, 464 

Seller, responsibility to buyer, 378; 
right to co-operation of buyer, 577 

Selling co-operation. (See Co-opera- 
tive selling.) 

Selling costs, lowered by advertising, 
502; and turnover, 427 

Service, advertising as, 6; of adver- 
tising to buyer, 505; of advertising 
to consumer, 379-387; advertising 
in organization, 366; of advertising 
to producers, 362-375; basis of buy- 
ing personal, 8; as business motiva- 
tion, 359; department and sales, 5; 
as elementary utility, 305, 315; han- 
dicapped by buyers, 512; and mate- 
rial production, 306; as motivation, 
359; retailer to consumer, 316; 
wholesaler to manufacturer, 306; 
wholesaler to retailer, 309, 316 

Service bureau, functions of, 402 

Shipping, mercantilist theories, 52, 58 

Shopping bureaus, public, 57 9-580 

Shopping service, function of, 407 

Single taxers, 65, 70 

Slogans, of residualists, 109-112 

Smith, Adam, 74-86, 308 

Socialism, length of time to establish, 
243 ; productive efficiency, 222 

Space, cost of filling, 358; filled by 
medium, 391; for filling, 391, 
394; and law re diminishing re- 
turns, 501 

Specialization, of banks, 550; in buy- 
ing, 334; community, 156; labor, 
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154; in market analysis, 389, 393; 
of inferior nations, 159; of supe- 
rior nations, 160; professional, 153. 
Stamp, Sir Josiah, 202 
Standard of living, and productive ef- 
ficiency, 559; and immigration, 194 
Stimulation, advertising as, 351 
Stock, knowledge of and advertising, 
403 
Store policy, and advertising, 366 
Strikes, freedom from in co-opera- 
tion, 544; rights of consumers, 462 
Subjective value, and advertising, 
383; relation to market price, 320 
Subsidies, as substitute for tariff, 
191; and infant industries, 173 
Substitution, and advertising, 358; 
principle of, 374; test of function 
of advertising, 364 
Supply schedule and price, 481 
Surplus, distribution of, 268; quarrel 
over division of, 462; stressing in- 
crease instead of division, 461 
Swindle, responsibility of buyers, 578. 


T 


Tariff, cost and profit of, 167-169, 176; 
economic functions of, 165, 178; il- 
legitimate uses of, 169-171; politi- 
cal functions of, 171-172; and sub- 
sidies, 165-178 

Taxation, and excess profits, 113, 178, 
248, 258, 262; incidence of sales 
tax, 177; incidence of tariff, 176; 
who pays on land, 73; incidence of, 
259 

Taylor, F. M., x, 77, 253, 297, 501 

Theory vs. administration, 408 

Tillamook cheese, advertising cam- 
paign, 526 

Total value, greater than total price, 
303 

Trade, balance of, 54, 56, 60 

Turnover, economics of, 426-441; and 
forecasting, 564; by decreasing 
stock, 428; while increasing stock, 
£31; while maintaining stock, 429 


U 


Ultimate buyers, two groups, 372 

Unfair competition, in cut prices, 451; 
deceiving the consumer, 456; 
through inferior products, 455; ef- 
fect on entrepreneurship, 196; gov- 
ernment’s duty in, 465; between 
laborers, 456; in local markets, 457 ; 
for market control, 459; and mini- 
mum wage laws, 458; by price cut- 


ting, 460; remedy for, 465. (See 
also Loss leaders.) 

Utility, as element of value, 24, 37; 
increased by advertising, 505; 
kinds of, 13, 20, 72, 305, 315; and 
salesmanship, 320; and value, 322 


Vv 


Value creation, through advertising 
social values, 322; by exchange, 
294-296, 302; includes marketing, 
317, 504; psychological factors, 
368; and salesmanship, 329 

Value, elements of, 24; guidance by 
advertising, 384; labor theory of, 
87-104; subjective conditions, 319; 
subjective and objective, 321; sur- 
plus, 94; tests in advertising, 385 

Value inflation, and advertising, 507— 
508; and wrong production, 571 

Volume, essential to marketing, 157, 
184; and turnover, 429 


Ww 


Wages, decrease by: residualists, 110; 
high, and unit cost, 575; lower 
limit, 467, 574; stores and house- 
work, 154; sources of demand, 33; 
and suspended demand, 559; mini- 
mum wage, 458; white-collar jobs, 
154 

Warner, Townsend, 4] 

Waste, in advertising, 513; through 
competition, 487-489; eliminated 
by competition, 505; by failure to 
market, 525; in grading fruit, 522; 
in production, 490; reason for in 
advertising, 408; tests of in com- 
petition, 505 

Wealth of Nations, 74-86 

Weighting, importance of in sales 
functions, 438 

Weld, L. H. D., 310 2 

Wholesale price, time divergence from 
retail, 301 

Wholesaler, and business cycles, 565; 
and credit, 311; cut out by large 
organizations, 395; and education, 
310; as enforcer of responsibility, 
310; functions of, 304-311; in re- 
tail turnover, 435; function of 
salesman, 463; and high prices, 
304; service to manufacturer, 306; 
service to retailer, 309; teacher of 
retailer, 310-311 

Wife, economic asset as buyer, 471 — 

Window displays, and national adver- 
tising, 411; and new customers, 417 
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